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Introduction 

Q. Please state your name and business address. 

A. My name is Jeff Schlegel. My business address is 1167 W. Samalayuca Drive, Tucson, 
Arizona 85704-3224. 

Q. Did you submit testimony in this proceeding? 

A. Yes. I filed direct testimony, direct rate design testimony, and testimony in partial opposition 
to the proposed Settlement Agreement on behalf of the Southwest Energy Efficiency Project 
(SWEEP). 

Q. Have there been any changes in your qualifications or representation of SWEEP? 

A. No. 

Q. What is the purpose of your responsive testimony herein? 

A. In my responsive testimony I address several issues discussed in the Direct Testimony in 
Support of the Settlement Agreement of Kevin Higgins on behalf of Freeport McMoRan and 
AECC, in the section of his Direct Testimony responding to the letter from Commissioner 
Pierce. 

Kevin Hiegins’ Responses to Commissioner Pierce’s Letter 

Q. In his Direct Testimony in Support of the Settlement Agreement on behalf of Freeport 
McMoRan and AECC, Kevin Higgins testifies on several issues raised in the letter from 
Commissioner Pierce dated February 1 , 20 13. Do you have any responses to his testimony? 

A. Yes. In response below, I: (1) clarify that the energy efficiency cost recovery approach 
proposed in the Settlement Agreement is not ratebasing; (2) note that there is nothing in the 
proposed cost recovery approach per se that should cause TEP to seek a waiver from the 
Commission’s Energy Efficiency Rule or justify Commission approval of a waiver or 
exemption from the Rule; and (3) document that investment in energy efficiency is 
completely justified based on TEP’s actual customer needs as established in TEP’s 20 12 IRP, 
which is precisely what should happen, as Commissioner Pierce indicated in his letter. 

Q. Please clarify the cost-recovery approach proposed in the Settlement Agreement for 
recovering energy efficiency program costs. 

A. The Settlement Agreement proposes the Energy Efficiency Resource Plan (EERP), which 
would amortize the energy efficiency program costs as a regulatory asset and recover those 
costs over five years through the TEP Demand Side Management Surcharge (DSMS) rather 
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than in its base rates. This amortization proposal for the EERP is not ratebasing, even though 
it was labeled as such in Commissioner Pierce’s letter and repeated by Mr. Higgins in his 
testimony. The EERP should not be confused with ratebasing or with how TEP would 
recover an investment in a generation plant. Again, under the EERP, TEP would amortize 
and recover the energy efficiency program costs over a five-year period using a regulatory 
asset. 

This lack of precise terminology has apparently caused some to perceive that TEP would 
receive large earnings or a high return on investment from its investments in energy 
efficiency. The facts are that this perception is not true. As noted in my Direct Testimony in 
Partial Opposition to the Settlement Agreement (p. 13), TEP under the EERP does not have a 
large or significant financial incentive to invest more in energy efficiency, and TEP would 
not be receiving a financial windfall for funding energy efficiency. Essentially, TEP would 
be recovering the carrying costs of the regulatory asset. 

In his letter, Commissioner Pierce states that he “would expect parties who advocate for the 
adoption of a settlement agreement that would allow TEP to rate base its energy efficiency 
and demand-side management costs, to simultaneously advocate for TEP to be permanently 
exempted from the Commission’s energy efficiency rules.” Mr. Higgins responded by 
stating: “Commissioner Pierce’s point is well taken” (p. 13) and “. . .the Commission could 
consider amending the EE Rules to address the situation of an electric utility that recovers its 
EE funding using a return on investment approach” (p. 14). Do you agree? 

No. First, as noted above, the EERP is not ratebasing, and the EERP (or for that matter a 
return on investment approach generically) would not result in large earnings or a high return 
on investment for TEP. Therefore I question the underlying assumption or premise. 

Second, nothing in the proposed cost recovery approach per se should cause TEP to seek a 
waiver from the Commission’s Energy Efficiency Rule or justify Commission approval of a 
waiver or exemption from the Rule. The EERP is a cost recovery approach for energy 
efficiency programs, and a mechanism for TEP to recover its relevant carrying costs. The 
EERP proposal is not a major shift in energy efficiency or energy resource policy. Nothing 
in the EERP per se directly affects the level of energy efficiency that TEP will pursue or 
achieve. Such proposals, discussions, and Commission approvals regarding the level of 
energy efficiency are processed through the EE Implementation Plans. The requirements in 
the Commission’s EE Rule are considered as part of the EE Implementation Plan process. 

The Commission’s Energy Efficiency Rule is designed to ensure a minimum level of 
performance by regulated utilities in achieving cost-effective energy efficiency that lowers 
costs for customers and achieves other benefits for customers and the electric system, as set 
forth in the Rule. The EE Rule was unanimously approved by the Commission. The benefits 
of cost-effective energy efficiency and the opportunities for increasing energy efficiency to 
benefit customers and reduce utility bills and total customer costs remain very large today. 
The provisions set forth by the Commission in the EE Rule are appropriate and necessary 
today to ensure the minimum level of utility performance in energy efficiency. There is 
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nothing in the EERP, or in the Settlement Agreement overall, that would justify TEP seeking 
a waiver or the Commission granting a waiver or permanent exemption from the EE Rule. 

In his letter, Commissioner Pierce also commented on energy efficiency and the IRP process. 
Do the TEP EERP and the level of energy efficiency proposed in the Settlement Agreement 
circumvent the IRP process? 

No. The data from the TEP 20 12 IRP, which I presented in summary in my Direct Testimony 
in Partial Opposition to the Settlement Agreement (pgs. 4-12), clearly demonstrate that there 
is no "short-circuit in the IRP process." Investment in energy efficiency is completely 
justified based on TEP's actual customer needs as established in TEP's 2012 IRP - w-hich is 
precisely what should happen, as Commissioner Pierce indicated in his letter. 

If anything, TEP should be planning to achieve more energy efficiency than has been 
proposed in the Settlement Agreement based on the resource needs identified in the TEP 
20 12 IRP. If TEP under-invests in the energy efficiency documented in the 20 12 IRP, and 
then has to add other more costly resources to substitute for the lower-cost energy efficiency 
resources identified in the TEP IRP, the total costs for TEP customers will be higher. 

Kevin Higgins also commented on the value of a separate DSM surcharge, discussed in 
Commissioner Pierce's letter, and the transparency of costs for customers. What is your 
response? 

SWEEP remains comfortable with a separate surcharge for DSM. SWEEP also supports 
increased transparency of utility costs and improving customer understanding regarding costs 
and utility bills. In fact, as I have stated to the Commission on several occasions, SWEEP 
advocates that all major costs, including the costs for each type of energy resource (coal, 
natural gas, nuclear, renewables, energy efficiency, etc.) and the costs for other components 
of the bill (transmission, distribution, metering/billing, taxes, etc.) should be disclosed and 
displayed for customers, to increase the transparency of costs. SWEEP remains concerned 
that disclosing the costs of energy efficiency without disclosing the costs of other resources 
and components is unfair, inappropriate, and does not serve to meet an objective of increased 
transparency for customers. 

Conclusion 

Does this conclude your responsive testimony? 

Yes. 
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My testimony addresses the following issues: 

I 

0 Adjusled rate base 

e 

e Depreciation ratzs 

Tucson Electric Power Company’s (“TEP” or ‘*Company”) proposed revenue requirement. 

Adjusted net operat@ income 
Base cost for fuel and purchased power 

Other issues, including the discontinuance of GreenWatts and some of TEP’s adjmtmenzs 
that have bcen acccptcd by Staff in this case &at warrant additional discussion. 

My findings and recommendations for cach of these areas are as follows: 

e The  company-'^ proposed reveme requirement of a base rate increase of $127.762 million 
is o,?er,s-tated. On orjginal cost rate base (:‘OCRB”) my calcufatkm show a jurisdictional 
revenue defjciency of 575.837 million. f recomuied t b t  TEP be authorized a base rate 
increase of $76.406 million. This is near the tower end of Ibhe two fair wdue options that 
Save beer, calculated. On acijusted fkir value rate base (“FVM”) mder S’taffs option 1, 
which uses a fair vdue rate of return o f  4.63 percent, I show a revenue increase of $75.405 
iniliion. St& is also presenting the Commission with a option 2 for the fair Tia3ue m e  of 
rerum for TEP. ‘Cnder option 2 the fair value rate of return for TEP is 4.86 percent a d  the 
jusisdictional revenue deficiency is approximately S84.036 1~11im. Tlze Testimony of Staf f  
witness Dr. S. Keith Berq addresses the determination of the fair \.due rate of r e m ,  

. 

The base rate increases of $75.405 million (under option I>  and. $ 4.036 million (‘mder 
opion 2) equate to percentage increase of approximately 9.06 percent a id  10.10 percent 
over TEP’s adj mted Electric Retail Revenues ar current rates: respeC6vefy. 



e The following adjustmenfs to TEP’s proposed origiml cost and €air vdue rare base should 
be made: 

o The fa1Iowing adjustments to TEP’s proposed revenues, expenses md net operating income 
shoujd be made: 



ap Tfie new depreciation rates proposed by TEP presented in Dr. Vll~ts’s Direct Testimony 
Exhibit REW-1 for production, distribution and general plant md cost of removal shoufd be 
adopted for use in this case. The new depreciation rates proposed by TEP for production, 
distribution and general plant were generally developed in a mamer that is consistent with 
Uae Com~ssion’s  rules for depreciation rates. As noted above, the depreciation ratcs for 
production plant include a component for dismantlement based on TEP‘ s disrnmtlemer& 
studies. The depreciation rates developed by Dr. White inchde 2 cost of removal 
coinponelit md include the impacts of plant specific dismantlement studies that were 
prepared €or TEP by other consultaats. 

Staff recommends &hat TEP report to the Comrissiou. no later Ihan Jdy  2 1, 2014, the status 
of the Springerville Unit 1 leases: and in that report present a proposal for accounting 
protection of ratepayers. such tis tracking as a repfatory liability, i€the S p r i ~ g e ~ ~ i l l e  Unit I 
costs wilI be lower than currently rcfl ected in. rates under the levelized tease cost treatment. 
The timing of dlis report by TEP is intendcd to allow Staf€ and other interested pzrties ‘to 
review TEP‘s proposal and biLng this matter to the Commission’s attention before the leases 
expire in January 20 f 5. 
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I. 

A. 

A. 

A. 

Please state your name, position and basiness ad 

Ralph C. Sm.hh. I am a Senior Regulatory Consultant at Lakin & A4ssociates, PLLC, 

15728 Fmnkigtor~ Road, Livonia, M i c ~ g a n  48154. 

Please ~~s~~~~ Earlkin & Associates. 

Larkin & _4ssociztes is a Certified Public Accounting and Replatory Consulting firm. 

The firm performs independent regulatory c ~ ~ ~ ~ ~ n g  primarily for public serni-iceiutiliqr 

conmission staffs and consumer inkrest groups (public counsels, public adyocates, 

consumer counsels, attorneys general, etc.). Larkin & Associates has extensive experience 

in the utility regulatory field as expert v6tnesses in over 600 regdatory proceedings 

including numerous telephone; w&er and sewer, gas, and electric matters. 
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the i4merican Bar Association (:%\_BA”), and the 

Taxation. 

A. sections on Public Uti&- La-7 and 

A. 

Pltease s ~ ~ ~ ~ r ~ g  your ~ ~ o f ~ s s i ~ ~ ~ ~  experience. 

Subsequent to gradxuition from tbe tinivessity of Michigan, and after a short period in 

which I installed a compulenzed accounting system for a SoutMield, h/lichigan realty 

inamgeznent fm, I accepted a position as an auditm with the predecessor CPA fm to 

Larkin & Associates in July 1979. Before becoming jmolved in utility regulation where 

the majority of my time for the past 33 yeas  has been spent, I performed audit, 

accounting, and mx work for a wide variety ofbusinesses that were clienxs ofthe fm. 

During my service in the rqgdatory scction of our h, I hm7e been invoIved in rate cases 

and orher regulatory matters concerning numerous electric, gas, telephone, water, and 

sewer utility companies, My present work consisls primasily of analyzing rzte case and 

regulatory filings of public utility companies before various regulatory co~wnissio~is, and, 

where appropriate, preparing testimony and schedules relating to rhe issues for 

presentation before these regulatory agencies. 
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Washington, Washington D.C., West Virginia a d  Canada as well ts die Federal Eneqgy 

Regulataq- Commission and various state and federal courts of law. 

A. 

Q* 
A. 

Q. 
A. 

Hare you prepared an ~ ~ a ~ h ~ ~ ~ ~  ~ ~ ~ ~ ~ r ~ j ~ ~  your ~ ~ ~ ~ a ~ ~ o ~ ~ ~  ~ a ~ k g ~ o ~ ~ d  and 

regtilatory experience? 

Yes. Attachment RCS- 1 provides details concerning my experience and qualifications. 

whose lbehakfare p a r  appearing? 

I mi appearing on hehalf of ihe Arizona Corpol-atian Commission C‘ACC” or 

‘ ‘ ~ ~ ~ ~ j ~ ~ i ~ ~ ’ ’ }  Utilities Division Staff (““ShB”). 

fpve you previaus 

Yes. X have presiously testified before the Commission on a numbsr of occasions. I 

testified before the Commission k Docket YO. E-01364-O6-§QO9, invoking arz 
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A. 

el- 
A. 

IT. 

Q. 
A. 

A. 

Q- 
A. 

The purpose of my tes‘iimony is to address the revenue requirement: and selected other 

issues, inclutiing new depreciation rates proposed by Tucson Electric Power Compmy 

(‘‘TEP” or “Conipany”). 

H a ~ e  yopr prepared any 

Yes, Aftaclvnents RCS-2 through RCS-6 contain the results ofmy analysis and copies of 

selected documents &at are referenced in my testimony. 

its to be filed w 

RXVEKLZ REQI.j?REMENT 

What issues are addressed in your testimony? 

My testimony addresses the Comnpmy’s proposed revenue reqakernent and selected other 

issues. 

Summary of Company Proposed and Staff Adjusted Revenue ~ e q ~ ~ ~ e ~ e ~ ~  

What did your review of TEP’s fiiiplg indicate? 

As shown on Attachmemit RCS-2, ScheduXe A, based on the fa+ value rats of return 

(“‘FI;’I’ROr) recommended by Staff witness Dr. S. Keith 3 e q  and &e ~~~~~~~1~ to 

TEP‘s rate base and net operating income ~ ~ c o ~ e n d e d  by q-self and ozhcr Staff 

witnesses, I have calculated a j ~ s d i ~ t ~ o ~ ~  base rate revenue requirement deficiency on 

origind cost rate base (“OC ”) of $75.83’7 million. TEP shouXd be ~ ~ L ~ Q ~ ~ ~ ~  2. base 

rate increase of no more than $76,406 million within the range, and near the 

loiver end of the range of .the ma fair v ated by StaE. On adjusted fair 

value rate base (“FV es a FVROR of 4.63 percent, a 

revenue deficiency of $75.405 million results. Under option 2. the FVR 

4.86 percent, and the j ~ s ~ i c t i ~ n ~  revenue deficiency is a ~ ~ r ~ ~ ~ ~ ~ t ~ l ~  $84.036 million. 
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A. 

A. 

~~~~t ~ ~ v e ~ ~ ~  increase does Staff ~ ~ ~ o ~ ~ ~ ~ ~ ?  

S&f recommends a revenue increase of no mor:: than $76.406 million on adjusted fair 

~ idue  rate base. As shovm on Schedule A, on OCRB my calculations show a 

jurisdictional revenue deficiency of$75.83 7 x7ulliou. I recommend that TEP be autfiorized 

a base rate increase of $76.406 million on ad.justed FVRB. Ths is near &e bogom ofthe 

range of the two fair vafuc options calculated by Staff. Staffs fkir value option 1, which 

uses a FVROR of 4.63 percent, produces a jurisdictional revenue deficiency of $75.405. 

~ ~ d ~ r  option 2 the f&r value rate of renun fur TEP is 4.86 percent, and the juxkdictionaf 

reventre defkiencp is a p p r ~ x ~ a ~ e l ~  $84.034 ndrion, 

Tfie base rare increases a€ $75.405 million (under uptjon 1) and $84.036 million (undcr 

option 2) equate to pereentzge increase of approximately 9.06.perce1-d and IO. 10 percent 

over TEP‘s adjusted Electric Re td  Revenues at current rates, respectit dy. Axtacheat 

RCS-2, Schedule D7 shows the dcvclopment of Staffs recommended fair value rate of 

return to be applied to Ft’RB. The t e s ~ ~ o n ~  of Staff witness Bzry ais0 addresses the 

~ ~ ~ ~ ~ ~ ~ ~ ~ j ~ n  o i  the fair value rate of re tm.  
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with the Gobssion’s  kaditbnal practice for calculating an allowed r e m  on fair value 

rate base. 

escribe the ckarnge in the 

Prior to a 2007 Arizona C:ourt of Appeals decision.’ the Cnmission had determined 

0pemh.g income by multiplying the weiglitd average cost of capital (‘WACC’) by the 

OCRs3. The resulting product was then divided by thc FVR3 to determine a FVROR. 

The Arizona Court of Appeals found that the Conmission did slot coniply with Article IS, 

Section 14 oE the Arizona Constitution when it sei rates baed  on original cost instead of 

fair value. However, the Court: noted “If the Commission determines that the cost of 

capital mdysis is ilot the appropriate metlzoclology to determine the m e  of rcmn to be 

applied to the FVRB, th:: Commission has the discretion to d e t e b c  the appropriate 

methodology.” The C o d s s i o n ,  in Decision No. 70441, adopted a F’VROR based on the 

WACC modified to refkct a 2.00 perGent reduction to the cost of equity, but not to the 

cost of debt. In Decision KO. 71308, the C o ~ ~ ~ ~ s ~ o ~  calculated the FVROR by 

s ~ b ~ ~ ~ c ~ ~ ~  I an iuflation factor from both thc deb1 and quit? ~ 0 ~ ~ ~ ~ ~ ~ ~ ~ s  of &e WACC. 

la other cases, particularly where settlements were reached, &he FVROR ultimately used 

was w i t h  a rmge of Shf€ r ~ ~ ~ ~ ~ ~ d e ~  F’T7ROR options presented in those cases. 
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A. 

tsa$iion to %he o ~ ~ e ~ ~ ~ s e  a ~ 7 ~ ~ ~ ~ ~  ret@ 

Yes. As one iflustrative example of rhis. in its most recent Nevada rate cases for its 

NortXlern Hevada and Soulhem Nevada divisions, Sourhwi3st @is Corporation filed 

rebuttal testimony on August 31, 2012 of LMr. Wood showhg how the additional r c m  

allowed in its last Axizona rate case that was produced by applying zm additional return 

amount to the fzir valuc rate base increment is effectively an augmcntation to the 

otherwise awarded ROE on original cost rate bme. Excerpts fiom Southwest Gas 

Corporation's rebuttal testimony and cdGbits iii Nevada PUC Docket Nos. 12-02019 and 

there, Southwest Gas in its most recent Nevada rate case told the Xewida Coinmission that 

the 9.5 percent ROE awarded by the Arizona C o ~ ~ s s ~ o n  in S'III'E's last Arizona rate 

case. with Qe fair value increment, was equivalent to a 10.3 percent ROE on orisnal cost 

rate base. Thus, an addilioaal 80 basis points addition to the ROE 03 original cost rate 

base was produced in that case by &e retux allowed 013 the fair valu:: increment. 

Southwest Gas' witness on tbis, h4r. Wood, inch ed in his Nevada rate case rebuttal 

explained as follows: 

The equi..tialent- RUE, based on an OC ~ ~ ~ o d Q ~ ~ g y ,  is 10.36 
percent. Rebuttal Exhi 0. (XW-2) displays the eszlculaticm 
of this equivalent 06 First, 'che €air vdue rate base 

s computed as a weighled average of the 
ion cost new d e p r ~ c ~ ~ ~ ~ d  rate base, usi 

weight for each. 
$1,352,932.39!, .Jilaicfi is 1.36 times geam 

,415,558. Second, the authorized cap 
was e ~ ~ ~ ~ ~ i ~ ~ ~ ~  at 52.3 percenT common eqrrity and 47.7 
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percent long-term debt. Third: the fair value rate of return (FVROR) 
wits cdcufated. The capital component mm.mls used $0 compute 
the FVROR were composed of the cornxion equiry and long-tern1 
debt anounts used to fxnrztlce the OCR3, plus an amourit equal lo 
the increment of the FV . The cost components 
were 9.5 percent for common equity, 8.34 pccent for long-tern 
debt; and an i ~ a ~ ~ n - ~ d j ~ s ~ e d  risk-fkee r e m  of 1.25 percent far 
&e FVRB increment above the OGRB, resulting in a FVROR of 
6.92 percent. Finally, the resulring net operating income is 
computed by multiplying tlie FIRE3 by the FVROR Which equates 
TO $100,525,025, and subtracting the interest expense of 
S32,571.123 results in a net income of $57,953,902. Dividing the 
net income by the common equity of $559,670,437, results in an 
ROE of10.36 pcrcciit. 

Q. 

A. 

Q. 
A. 

Have you performed a similar caiculation for TEP’s requested 

recommended ROE in the current TEP rate case? 

Yes. These calcidations are shown on Attachment RCS-2, Schedule D; pages 3-4. 

Please expkih thosc calcufatioras. 

On its Schedule D-1: TEP has requested a return on eqrriry (‘-ROE”) of 10.75 percent, and 

an o ~ e r d l  rate of retam of 7.74 percent. On ~%#..a&hent RCS-2, Schedule 

following the same format that was recently used by Southwest Gas Co 

Aqmst 31, 2012 rebuttal filing in its Nevada PUG rate case, I show hit. TEP‘s revenue 

increase request is the equirdeiit of an RUE on OCRB of 13.45 percent. 

Pagcs 3 and 4 show that the equivdeni RQE an StaEFV OR options 1 and 2 t5 be 9.4 

percent and 10.19 percent, respectively, Page 5 slmws that the equivalent. R 

r e c o ~ ~ ~ d ~ d  revenue increase is 9.45 percent. 
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A. 

A. 

used this andpis  .in 

Because the fair value increment that has been awaxded in some Arizona cases and is 

being requested by TEP in rbe cmmt case can k translated directly into ai eqquident 

ROE tlxt would be appfied to original! cost rate base, this type of conversion has been 

presented by utilities such as South-Mresl Gas iii its recent non-,kkona rate case 

proceedings, k%s highIigltts additional idomation on what equivalent RUES an Q C B  

would result if a certain FVROR is adopted as the basis for establishing an Arizona 

utility's reveme requirement. This additional inEomation can be considered by the 

~ ~ ~ s s i ~ n  in reviewing h e  revenue requirement and calibraxing the impact of the Fair 

Value analysis so it does not result in an excessive ROE. 

ow has Staff a ~ ~ ~ e s ~ ~ d  the mIhg in the Cou 

e cunrent TEP rate case? 

for ~ ~ ~ ~ o s ~ s  of 

In view of the Court of ,4ppea:als decision in die Chapma1 City casz and the recent 

highlighting of how the FV ~es~rfrs translate info rn cquivalenr ROE, Staff has 

a p p r ~ ~ ~ ~ t ~ l ~  adjusted the weighted cost of capit to derive two FVROR options for the 

Conmission's consideration 20 apply to the utility's ad-iusted IF . hrI} testimony in the 

instant rate case as well as the testhany of Dr. Ben37 describes Staff's derivation of the 

zwo FVRUK ~ptiom. These o~ttions for the FVROR to be applied to the f V  

presented in view of &e C o w  of Appeals decision concerning Chaparral and the 

Commission's Dccision No. 70441 in the C ~ ~ a ~ ~ ~  remand case, 8s described above? My 

.~~~~~~~~ RCS-Zt Scheduk 

~ ~ c ~ ~ ~ ~ Q ~ s  h r  were considered by Sta 

, pzgc 1: shows &e derivation of the orjo F 

This includes &e two ~ p ~ o ~ s  developed by 

R from other major 

' See, e.g, the precedmg discussion. hcludiriz the description of the calculations s 3 o w  on Schedule A at pages 4-5 
ofthis testimoa3. 



I 

2 

3 

4 

5 
4 

6 

7 

8 

9 

IO 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

Direct Testimony of Ralph C. Smilh 

Page EO 
Docket NO. E 4 1  9334-1 2-029 1 

,?aizona utirip rate CBSH afler the Chslpmal rzmand ease. Attachmeuf: RCS-2, Schedule 

D, pages 3 aid 4 also shows the equivalent: ROE on original cost rate base thax would 

result if the FVROR were used for each of those two FV options. To c ~ m p u ~ e  the FV 

revenue requirement. Staff has selected a FVROR between those tx7o options. My 

Attachment RCS-2, Schedule A, shows this in column F. ~ ~ d d ~ t ~ o ~ ~ 1 1 ~ ~  Attachment RCS- 

2, on Schedule D; page 5, shows what tfie equiwdent ROE on OC would be related to 

that result. 

e guidance for 

consideration of FVXiXP that is require by the ~ ~ ~ o ~ a  c ~ ~ ~ t i ~ ~ ~ ~  as clarified by 

the courts. 

My _Amcheat RCS-2, Schedule A, in C O ! ~  Q though E, on fine 9, smmarizes the 

resulting revenue deficiencies lhat would be produced in the cment TEP rate case fiom 

TEP's proposds and from StafPs calculation of the revenue requirement on OG 

each of the wct FVROR options that hm7e been calculated by St&. S & E s  

recommendation. -cli.fiich is shown on Schedule A, in CO~U~BB F, fdhs wirhin the range of 

FI\ 'ROh developed by S M  using various ~ ~ ~ ~ l ~ ~ ~ o i ~  ~ ~ ~ ~ h o ~ ~ ,  aid is near, but not at the 

low end of that range. Schedule A, columns A tlirmgh F, on line 10. dso  shows the 

e q ~ v d e u t  OCRB ROE, calculated as explahed above, for ea& TEP m m u e  ~ ~ ~ c i ~ ~ C y  

scenuio. I believe that diis ~ n ~ o ~ ~ t i ~ ~  and Staff" s recornended FVKUR in the current 

TEP rate case that was made d e r  c o ~ s ~ d ~ ~ ~ g  these aliematiives a p ~ ~ ~ p r ~ ~ t e 1 ~  Miills the 

rct-quirement of the Arizona Cons~itution xbdt the ComGssion uzwt set rates m i  a utility's 

fair value rate base. 
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Test Year 

at test year i s  being use 

TEP’s filing is based on the historic test year ended December 31, 2011 

calculations use &he same historic test year. 

_. StaEf‘ s 

Yes. in Arizona, a historic test year approach is used. Various adjustments are made to 

the historic test year amounts to ensure that here is a matching of investment, revenues 

md sxpenses. Ratis base items, such as plant in service and accumulated depreciation: are 

based on the actual level as of the end of the Estoric test year. PTnder appropriate 

circmstanccs; known and measurable adjustments for post-test-year charges may also he 

recognized. Several rate base kerns !hat tend to fluctuate &om inonth to month, such as 

materials and supplies m d  prepaymeizts, can be based on e i k r  a test year average level, 

or a year-end level, depending on which alternative produces results that are best 

representative of normal, ongoing conditions. Since end of test year net plant in service is 

used, reyenucs arc annualized based on end of test year customer 1es.els. ~ ~ ~ d ~ t ~ o ~ ~ ~ ~ ,  

certain expenses, such zts d e p ~ ~ c ~ ~ ~ ~ o n  md payroll costs, are anr?udized based on end of 

test year lev&. This is to enswe  lie ~ o ~ ~ - f o ~ ~ d  revenue aid expense levels are 

matched with the investment (net ~ ~ ~ ~ - ~ - s e ~ ? i c e ~  used to serve tbose customers. 

As timi: goes fornard, changes in the Company’s cost structure will occur. For example, 

rate base will increase as new plan1 is added to serve new cusrorners: revenue will increase 

as customers are added, expeiises vidf ~ ~ c ~ a t ~ ~  etc. It is very ~~~~~~1 to be consistent 

to ensue that thcre is a consistmt 

 est^^^^, revenues and costs. Any ~~.~~~~~~~~ thaz reach beyond .the end ofthe historic 

test y e a  must be very careiiiliy ~ o n ~ ~ d ~ ~ ~ d  before being ado 
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A. 

Q. 
A., 

Staffs accounting schedules are presented in Attachment RCS-2. They are organized into 

smmary schedules and adjustment schedules. Tbe summan. schedules consist of 

Schedules A, A-I, €3, B.I. G, C.1 and D. Attachment RCS-2 also contains rzte base 

adjustmenr Schedules B- f. through €3-5 and net operazing income a d j ~ ~ ~ ~ ~ ~ ~  Schedules C- 

1 through C-14. For Schedules R, €3.1, C and G.1, Atta-chment RCS-2 prssents ACC 

jurisdictiaiid results. The revmue requirement for YEP is based upon the ACC 

jurisdictional adjusted resdts. 

What is shown on Schedule A of Attachment RCS-2? 

14ttac~nent RCS-2 presents the Staff Accounrkig Scheddes and revenue requirement 

deiennination. Schedule A presents the overall financial summany, giving effect to all the 

adjustaents I m reconmending in my testimony. fhis schedule presents the chmge in 

the C,ompany’s gross revenue requirement needed for the Company to have the 

opportunity to earn Staffs reconmended rate of r e t m  on StafPs proposed QCRB and 

FVRB . The rate base and operating income amounts axe taken from S c ~ e d ~ ~ e ~  R and C, 

respectively. ?he overall mte of rerim3 an 06 of 7.00 percent, as presented in the 

prefiled rest5mony of Sxaff witness Bern?, is provided on Schedule D for cowefllence, as 

are the derivation of Staffs ttYo options for &e fair value rate of return. 

C o l m s  D and E of Sch 

deficiency on F’i 

e i?L present StaE‘s caIculation of the base rate rp u~ . eiiue 

using two alternatives for the fair vafu:: rate of retam. 

The operating inncome deficiency shown oil llne 5 of Schedule A is obtained by s u b ~ ~ a c ~ i ~ g  

the operating i~~~~ avail&le on line 4 (operating incorne as %djuste~~ from the required 
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operating income on line 3. Line 7 represeas die gross: revenue deficiency, which is 

obtained by ~ 1 1 ~ ~ ~ ~ 1 ~ ~ ~  the inncome deficiency by the gross revenue conversion factor 

(;,GRCF''>. The derivation of &he GRCF is shmm on Sctiedufe A-1. 

A. 

A. 

A. 

As shown on Schedule A-f , StaErecomendt; a GRGF of 1.6590. This is the same as the 

GRCF of 1.6590 used in TEP's filing. TEP's f i h g  used an mcolkctibles rats of 0.2486 

percent. Staff's GRCF uses that same uncolfectibles rate, as well as the same combined 

state m d  federal income tax rate of39.571 percent. 

Schedule 3 presents TEP's proposed adjusted test ye= 0risym.l Cost and RChD rate base 

md S t a P s  proposed adjusted test year Original Cost and Fair Vdue rzte base. The 

beginning rate base motu12s presented on Schedule €3 are taken from the Company's 

filing €?on. the test yes, specifically TEP Schedule B-I. Staffs r ~ ~ ~ ~ ~ ~ ~ ~ ~ i d ~  adjus 

to rate base are sumarized on Seh 

testimony. Staff' adjusted rate bass results on Attachmmt RCS-2, Schedule B and the 

adjustments OR Schedule €3. I are sliown on an ACC jwisdictional basis. 

. 1 . Each of the ~ d j ~ ~ ~ e ~ ~ s  is 
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test year revenues and expenses me   zed on S c h ~ ~ ~ e  C.1. Each of ihe 

adjusbiients is discussed iu this tesrhony. Staff adjusted net operating income results on 

.4ckd~nent RCS-2, Schedule C and the adjusments on C.1 are shown on aa AGC 

jm-isdictioiid basis. 

Schedules C-I titrough G-14 provide fwther support and ca3culat:ons for the Bet operating 

income adjustments Staff is recomiending. 

Q. 
A. 

E. 

4. 

VB'h2t is ShQWB. On &!lhedUk P)? 

Schedule D, page 1 surnrnz-izes the capital smrctufe and cost of capital that was proposed 

by TEP and the capid structure and cost of cdp ia  &&t is recormended by StafLwitness 

Berry. Schcduk D, page 1 also prescnts rhe derivation of S t a f f s  recommended fair value 

rate of return for use wit11 the Sraff s ad-jusred fair value rate base. Schedule D, pages 2-5, 

shows the equixaknt ROE on OCRB for TEP's requested kicrease (03 page 21, for Staff 

calculztted FVROR oytions 1 and 2 (on pages 3 and 4, respectively) md for St&s 

reconirnended revenue increase on FVRB (on page 5 ) .  
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A. 

B-1 

Q 
A. 

A. 

base? 

Yes. As izokd above, $he adjusted rats base is shosm on SchduIe €3 and the adjustmenis 

tct TEP’s propxed rate base are shown on Schedule B. 1. A comparison of the Company’s 

proposed rate base and StaFs recommended rate base on an Original Cost and Fair Saltre 

basis are presented below: 

I I Price t 1.5 90’1 I 
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account 182.3. ~ 4 p p r o ~ ~ a ~ ~ l ~ ~  $2 million of that is for laid m d  Xmd Tights, which TEP 

has recorded in account 105, plant held for fatiu-e use (“‘PPHFFtl”) and allocated to the 

C jurisdi~tion.~ TEP apparently has 110 plms tu use this land in the near f ~ t u e .  The 

PHFFU mount for this transmission project lmd should be removed &om the ACC 

jurisdictional rate bass because (1 j ‘TEP has nu plans tu use it in Ihe n e x  htme and (2) the 

land m d  PHFFU for a traismission project such as fixis is jurisdictionally alfocslted to the 

FERC jurisdiction. The remaining $8.95 million refleas van’ons costs E P  incued  to 

dcvclop tlic proposed 345KV transmission line plus expenses associated with the state and 

federal siting processes. TEP is also proposing that all nun-Iand costs incurred for the 

development of the Safiuarita-Xogdes Transmission Line be amortized to expense over 3 

years. TEP‘s proposed amortization expense is addressed in a Staff operating expense 

ad.jujustmeiit. 

Q. 

A. 

What is Staf‘f‘s position concerning this request by TEP for a new regulatory asset to 

be included in j ~ ~ s ~ ~ ~ t i o ~ ~ l  rate base for the ~ a ~ ~ a ~ ~ ~ ~ - ~ o ~ a l ~ s  ~ ~ a ~ s ~ ~ s i o ~  Liue 

psajest? 

StafFs position is that TEP has ~ ~ ~ - j ~ s t i ~ e d  inclusion afthis item as an ~ ~ ~ ~ - j ~ ~ s d ~ c ~ ~ o n ~ ~  

regulatory asset for various reasons, and, therefore it should be r t ~ ~ ~ o v e d  &om ACC 

j ~ s d ~ c ~ o ~ a l  rate base. ad tkis t ~ ~ s ~ ~ s ~ ~ ~ i  line been built, the cost would have been 
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stt,a~idan this wmsmission line project, ‘I’EP should raise &e mater with FERC, and 

should seek recoyery of its casts related to the abandonment of th is  tl-ansnlission fine 

project from FERC. 

A. 

A. 

Please clxptain SltaFs a ~ ~ t ~ e ~ ~  for Itbe ~ ~ ~ ~ a ~ ~ ~ ~ - ~ ~ ~ a ~ ~ ~  ~ ~ a ~ ~ ~ ~ ~ s ~ Q ~  

pro j eel. 

As shown on Schedule 3-1, all of the costs xhat TEP proposed to treat as a new regulatory 

asset md include in jurisdicriond rats bme are being removed, This reduces TEP’s 

proposed jurisdictional rate base by $1 1 .089 miffion. 

adjustment to the recorded end-of-test-yeas balances for Fuel Inventory to 

reflect the targeted kventory days fevel, per the recommendation of %a” kt 

Docket KO. E-01933A-07-0402 and accepted hy the Commission in Decision 

Bo. 70628; 
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(4) reflection of a measwe of Cash Worlxing Capital that was developed through 

the preparation of a comprehensive lead-lag study. 

Q. 
A. 

Is §tiiff adjnsting any afthe ~ o ~ F o ~ ~ ~ ~ §  of TEPs orking capital request? 

Yes. S M i s  adjusting three components of TEP's working capitd request. 

On Attachnie~it RCS-2, Schedule B-2, Staff has adjwted the results of TEP's lead-lag 

study for the impact of Staff adjustments to TEP's expenses. 

SeconS Staff has adjusted TEP's prepayments bakmce to remot-e one-half of the prcpakl 

Directors' a id  OEcers' Libility Insurance, as shown on Attachment RCS-2, Schedule B- 

3. 

Third, TEP's request for €uel inventory is adjusted f ~ r  the price of coal at the S m  Jum 

plant which TEP used to compute the kventury. The Sm Jum cod price adjustmeEt is 

shown on Attachment RGS-2, Schedule 3-4 and is sponsored by Sld€ wimess Emiiy 

M d i e .  This also inclades a minor adjustment to remove the cost of ash haridling at the 

Swldt plant from coal invenrory cost, as explained by ~ t a ~ ~ ~ ~ e ~ ~  Medine. 

Each of xhese adjustments is discussed below. 
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B-2 

el. 

A. 

A. 

Q. 
A. 

A. 

Cash F57orkiasg Capital - 
at amolulnt of Cash zipifall has TEP reflected i ~ ~ ~ ~ ~ d ~ ~ t ~ o ~ ~ ~  sate 

bme? 

As s’tzown on Company Schedule B-5, and reproduced on Attachment RCS-2, Schedule €3- 

2, columns A tlrrrough D, TEPs proposed jm5sdictiona.l rate base reflects a request for 

working capital of negative fs 19.358 million. 

What is cash mwsking capital? 

Cash tvorlcing cdpitd is the cash needed by t11e Company to coser its day-tohay 

operations. If the Company’s cash expenditures, on a31 aggregate basis, precede LIe cash 

recovery of expenses, investors must provide cash working capital. Zn that sitmition a 

positive cash working capital requirement exists. On the other if revenues are 

typically received prior to when expendimes are made, on average, &en ratepayers 

provide the cash .r?irol-T;jng capitd to the utili@, aad the negative cash M;orhg czpital 

allowmce is reflected as a reduction to rate base. Zn this csrse, thc cash working capital 

requirement is a reduction TO rate base as ratepayers are essentially supplying these fix&. 

?’EP lm a iiegative cash working capitd requirement. hi other words, as measured by die 

resalts of TEP’s lead-fag study, ratepayers are providing fundmg for TEP’s operiixions 

before TEP pays cash out to employees and vendors. 
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A. 

&. 
A. 

Q- 
A.  

B-3 

Q- 

A. 

Yes. As shown on ;%-tachmerit RCS-2,: Schedule R-2, f have reflected rhe impact of 

Staffs adjustments to operating expenses. 

What is the result oE your cash ~vork.inxg capital eakuiation? 

As shown on Schc6”ulc 3-2, TEP‘s filcd cash working cstpitd rcqucst should be increased 

by approximately $787,000 on a jurisdictional basis for the impacts of Staffs adjustments 

to operating expenses. 

Prepaid Directors and Officers’ ~ ~ a ~ i ~ ~  InsurarPce 

Please explain the adjustment for Prepaid 

~ ~ s M ~ a ~ ~ ~ .  

This adjusniierit, a  show^ on Schedule B-3, remor-es one-half, or $117,007, of the 

jUrisdictjum1 rare base amount for Prepaid Directors’ a i d  OEcers’ Liability Insurance 

‘chzt ~ ~ ~ ~ ~ ~ e s ~  identified in its response to dam request STF 24.T(a’j2 to re 

shaming of such cost between s h ~ ~ ~ ~ I d ~ r ~  mnd ratepayers. The sharing ofthis cost is 

ditiond detail in conjunc~ioa wi& a related a ~ j ~ s ~ e ~ ~  to expense, Staff 

Adj mtment C -7, below. 
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4 

A. 

A. 

A. 

This adjustment reduces TEP’s proposed rate base by $1,757 nliZlion in total and by 

$1.590 million on a jusisdicticmd basis for the we of the more appropriate coal price for 

the San Juan and Sundt plmts as described in -MS. hkdinc’s t ~ s ~ ~ ~ n ~ ~ .  Stt?fTwitncss 

Emily Medine has identified an adjustment to &he price o f  coal used by TEP to derive its 

proposed raxe base mount for coal inyentory at the S a 1  Jum plait. As shown on 

~ ~ a c ~ e n ~  RCS-2, Schedule €3-4, for San .Juan cod inxntory, TEP used a cost pes ton of 

$63.62, rvl&2h included non-recurrkq costs related 10 a “lhemd eT-enr“ a nzine fire). 

This contrasts with Staff witness Medine’s r ~ ~ o ~ i ~ ~ ~ ~ t i ~ ~  to ~ s e  $50.52 per ton €or the 

San Juan pfmt cod inventory. 

Does the ~~~~~~~e~~ to San Juan 

~~~~~~~~ costs? 

Yes. The $50.52 per ton price for San Juan plant coal inventory also reflects Ms. 

~ ~ ~ d i ~ ~ ’ ~  ~ e ~ o ~ e ~ ~ ~ t i o n  that ash handling costs be excluded from &e cod inventory 

anoxit included in rate base. The per-ton costs shown on Schedule B-4 for the Sm Jum 

and Sun& coal inventory reflect removal of ash handling costs: as recommended by Ms. 

Medine. 
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related to the use of Uze iiew building, and an allocation of new building costs to affiliates. 

TEP also made a pro fomm adjustment to remove certain expenses related xo its old 

headqu&ers building. 

A. 

Q. 
A. 

A. 

Tl3’KiewHQ-I.T $ 7,363,145 
TEF New FIQ - FaciEies 5; 84,604,455 
Total S; 91,967,600 

Does TEP expect operating efficiencies from the new building? 

TEP witness DeConcini’s Direct ‘Testhouy ax page 27 indicates tJm the new building 

allows employees to .viiork more efficiently and effecti~efjr on bchdf of TEP’s customers, 

He also states that departments {hat work frequently together are assigned to ogees in the 

sane areas of Uze building, resulting in inembers of a project t e r n  who Once were locate 

miles away from each other now being located ctn tire same floor, making it easier to 

~ o ~ ~ n ~ ~ ~ ~ ~ ~  aid collaborate while saving travel time a d  other expenses. 

‘ TEP has represented to Staff cornel &at these new headquarters building cost components me not cociidential ’ TEP has represented to S&E counsel that these net% headquarters buiMiig gross square footage is not conEdentiaI. 



1 

2 

3 

4 

5 

6 

7 

9 

10 

11 

12 

13 

14 

15 

16 
17 
I8 
19 

20 

21 

22 

23 

24 

25 

Direct Testimony of Ralph G. Smith 

Page 23 
Docket NO. E-01933A-12-0291 

STF 26.06, TEP provided adfitiond infomation on the square foot-age for each tlloor of 

the building and unoccupied space. 

A. 

A. 

TEP‘s respoas:: to STF 16,08(e) states tfie followhg mounts  as the actual cost per square 

foot for the various areas in the illew headquarters buitding: 

Office $263:sf 

Retail $f?8;Sf 

Parking $64/sf 

ow much retail space does uil ding inch d e? 

TEP’s response to STF 16.Okfa) indicates %hat there is 12,000 gross square &et of retail 

office space, and all of it is currently unoccupied, E P ’ s  response to STF 16.08(c) 

indicates that: 

The only area ofthe building with a plan to lease is .the retail space. 
We are currently working wih a comnlercial real e s s e  broker to 
identi3 potential tenants. There a e  currently no leases in place for 
the retail portion of the headquarters building. 

awe  feet of retail space in the new g used 

No, it i s  not currently being used for eidm  ret^^^^^^ or for fie provision of dectl-ic utiliry 

semice. 
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A. 

A. 

A. 

er thara thc retail space, w 

to lease any of the new h e ~ d ~ ~ ~ ~  

TEP's response to STF ~~.~~~~ indicates th& there are no plans to lease or sub-lease 

portions of the hesdqwters building to affiliates. The Conxp3ny"s response tu STF 

1 ~.~~~~ iiidicates that none of &e headquarters building is currently heiag letwd or sub- 

leased to others. 

Has TEP reflected downvvard adjustments to its expenses r e s u h g  from sac 

eEficiencies ? 

Other than allocating some of the costs of the new headquaners building TO its afjlifiates - 
LNS Electric (:'LXSE')), Lf iS  Gas ("fJh'SG"), and othcrs based on TEP labor hours 

worked for such afEliates - Staff does not believe &at TEP has reflected pro forma 

adjustments to decrease expecses for increased efficiencies. 

Have TEP's average corporate office space costs per employee ~ ~ € r e ~ s ~  

s ~ ~ s ~ a ~ t i a l ~ ~  as a resalt of the ncw headquarters bu 

Yes. As one indicator of the rnasgitude of  hi: cost of corporate ofti-'t5ce space per 

employee; TEP calculates B cost per employee and a facilities cost per how. As sl?ioim in 

TEP's response to STF 23.1, in 2010 (before the new headquarters b ~ i ~ ~ i n ~ ~  the cost per 

employee and facilities GOST were respectively. In December 20 1 I ~ 

wi-tfi the cast of the new headquarters building Uncludeil, the cost per employe:: and 

facilities cost I This is a 77 percent increase in TEP's 

coporate facility- cost per employee. 
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A. 

A. 

Beyond the sheer magnitude of the per employee facilities cost increase, Staffs otlxr 

coacerns about the cost of the ztew building is that the new building includes substantial 

amaunts of o€iice space &at ate not cwcntlp being used, that the ncw building includes 

approximately $2.1 million cost for retail space that is not cusrenzly being used, that the 

building includes a cost of approximately $ I6  million for underground garage/pwEng,6 

and that TEP lms not adequately substantiated that its proposed charging of new building 

costs to ratepayers is fair and reasonable. 

e cost ofthe Dew hea quarters b ~ ~ ~ ~ ~ ~ ~ ?  

S W s  proposed acijusiment €or new ~ e a ~ ~ ~ ~ e ~ s  building cost is shoun on ~ t ~ a ~ ~ ~ ~ ~  

RCS-2, Schedule B-$ page 1. Staffrecon-mmds that all of the cost ofthe buildjilg related 

to retaif space be borne by shareholders. The cost of the 12,000 square feet a€ retail space, 

all of which is currently -mused, is $2.126 million.7 

Staff also ~ ~ ~ ~ e ~ ~ s  that the cost related to unwed oBce space be Some by 

shareholders. ,4s shown on Schedule B-5, page 3, there is a p p ~ o ~ ~ ~ t ~ ~ y  8.540 square 

feet of vacant office and cubicle space. At 'I'F,P's estimate af $261; per square foot for 

office space, the estimated cost of this vacant oEee space is approximately $2.246 

million, 

Staff also recornends &at one-half of the cost of the underground garageiparking aea 

not be charged to ratepayers. It is ~ u ~ s ~ ~ o ~ ~ ~ ~ e  that ratepayers should pay for parking by 

See, e-g.. TEP's respases to STF 22,0fl(e) and 

Also see TEFs response to STF 32.06(e]. 

far the $2.1 lnilljoa cost ofrezil spiace md $115.0 rnilfion for 6 

pilri;ing. 
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TEP and aEliate employees in d o ~ t ~ ~ ~  Tucson. fn i t s  response to STF 22.06(l)8 for 

example, TEP cites tfrte Down~own Tucson Parfncrsbip web site for statkg that: 

With over 15,000 5paces1 parking Da~mtowa i s  quick and easy. 
Metered street parking is less expensive tlifian in almost my other 
city (free on evenings and weekends). Private md public parking 
lots and garages are also a gre& deal. Sou walk farther in a indl 
pzking lot tlim you do paking anywhere Gow~tovm. With 
parking Downtown, you're never far from where you need to be. . . , 

With so much relatively inexpensive parking available in Downtown Tucson that could 

presumably be used by the TEP cnnptoyecs who are working in the izew headquarters 

building, attempting to charge the fU cost of the new headqriarters bui1dil.g parking areas 

to ratepayers should be considered to be not just, fair and reasonable to ratepayers. TEP's 

response to STF 26.07 identifies the cost of die parking strvctme as $10.5 niillion.' 

4ccordingly. Staff has excluded $5.25 million or half of fhe $10.5 million cost for &e 

headquarters parking structure, in deriving thc: an~ount for the new headquarters building 

that is included in Staffs recommended rate base. 

As shovvrs on ,LSmcbment RGS-2, Schedule B-5, page 1: the mount being excluded from 

L I  general planx in rate base is 9.632 rnilfion; before recognizing 'TEP's allocation of of6ce 

~ ~ ~ ~ g ~ f a c i I i ~ ~ ~ ~  cost to aBliates. TEP's 12/6/2012 supplcanentd response to STF 23.1 

shows that TEP has allocated a p ~ ~ r ~ ~ ~ ~ a ~ ~ ~ ~  3.5 percent oE building cost to xf33iat.e~. 

Conversely., '1EP has re 

recognizing "&s allocation to affiliates, xhhe ~ ~ ~ s ~ ~ ~ n ~  for new headquarters building cost 

TEP provi.ided this responsc as a rcason for why none of the headqumters p x h g  needs to be m d e  availa3le to 
serve the 12,000 gsf ofretzil space. But by detailkg the 3 b ~ d ~ ~  p~ki r ig  in ~ 0 ~ ~ 0 ~  'SUCSRJI, it also cab  inm 
c~uestion the need for any ~~~0~~ ratepayer-funded pasking. 
. If an allocation of land costs were kcluded, the cost wouM be approximately $ 2  6.0 dl ion .  Also, see TEPs 
response to STF 32.06@). 
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is $9.199 mitlion on a total Corupany basis md $6.756 million ctn an ACC jurisdiclioizaf 

basis. 

A. 

a. 

Schedule B-5, page 2: shows the o%ee space by floor for the new LJniSource Bnergy 

headquarters, and the percent occupied for each Roor that svas identified in TEP’s 

confjdential response to STF 16.08(a) md (d), Page 2 also shows, by floor, the amowt of 

space for (2  cubicfes, offices, con€et.ence rooms and circufatian space, (2) ancillary space, 

and (3) total space per TEP’s ~ ~ ~ d e ~ t ~ ~  response to STF 26.06. Schedule B-5, page 3, 

shows the mount: by floor. of vacant oEce space, per TEP‘s c ~ ~ d e ~ ~ a l  response to 

STF 26.06. S k d a r  ~ o ~ a ~ ~ @ n  to TEP’s response lo STF 26.06 witls utiIized far a 

detailed tour of the new Dovl;nto~vn Trrcsoa headquarters Suildi~g conducted on December 

4,2012, TPlte wica2t square footage listed on Schedule €3-5, page 3, was used to derive the 

djustment shown on Scfxdule B-5, page 1: lines 2-3, for removing cost for unoccupied 

ofice space in the aew headqzrarters building. 

Yes. The related adjustments for Depreciation Expense and Property Tax Expense are 

shova on Attachment 5-2, Schedule C-10. The related adjwlment €or Accumulated 

Depreciation is shova on ~~~~e~~ RCS-2, Schedufe B-5, page 1, h e  13, 
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W. 

A. 

c-4. 
Q* 
A. 

Please ~~C~~~~ how yarn have 

income. 

Schedule C surnmaxizes SraF s reeomeaded j ~ . s ~ j c t ~ o n ~  net operating income. 

Schedule C.1 presents S t a T s  ~~~~~~~~d~~ a d j ~ i ~ e ~ t s  io test year revenues and 

expenses on an I?Srizem jurisdictional basis. The impact on state and federal income taxes 

associatsd with each of the recommended adjustments to operating income is also 

reflecied on SchcduPe (2.3. TEP‘s proposed adjusted tesx year net operating income is 

$52.472 million, whereas SzaEs recommended adjusted net operating income is $59.261 

million. The reeorrmeiided adjustments to opmating incoine are discussed below in the 

same order as they appear on Schedule C. I. 

uarita-Nagakes Transmission Line Amortizafion E~pensa: 

Please explain StrPff ~ ~ ~ ~ ~ s ~ ~ e ~ ~  C-1. 

This adjustnzeiii removes TEP’s requested amortization of cost for the S ~ ~ ~ ~ i t a - ~ ~ ~ ~ ~ s  

Transmission Line project which was not completed and which F.P is considering 

abandoning. As described above, in conjunction wit22 Staff rate base adjustment B-1. h 

thc tmxmission fbe been built, the costs would be under FERG’s jurisdiction. TEP 

sbodd address recovery of costs associated with such a transmission line project with 

FERC. There is no basis for including such costs in the j ~ ~ s ~ ~ c t i ~ n ~  Tcvenuc requirement 

in the current rate case. The removal of TEP’s requested mor t i7a~on reduces 

~ ~ s ~ ~ t ~ o n ~  operating expenses by $2.983 million, as shown on ~ ~ a c ~ ~ ~ t  1265-2, 

~ ~ ~ ~ d ~ ~ e  C- 1. 
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c-2 

A. As confinned in TEP’s response to STF 12.01, the Company recorded S4,060,813 in 201 1 

PEP expense, and increased that mount by $2,686,326 in a pro forma adjustment, for a 

total Company amount of $6,747,140, and a jurisdictional operating expense request of 

$5,059,3 11. Page 32 of TEP witness Essinger’s Direct Testimony exphias b t :  

TEP’s ferfoimmce Enhancement Plm (““PEP”) is based on 
specific, pre-established goals witti awxrds measured on specific 
Gonipany performance, and is designed to award noii-union 
employees for their contsiburions to TEP. The payout is detemined 
based on year-end results and payments are made to employees the 
fd.lowing year (usuaffy in the first quarter). The Adjustment 
produces a pro forma test year expense level resecting 50% of  
oEiccrs and ather senior managements (ccsllectively referred to as 
“‘Upper ~ ~ ~ a ~ e ~ i e ~ ~ ~ ” ~  ax7erqe PEP for tlie past thee years (2009- 
201 1) md f 00% of the remaining employees’ averqe PEP for the 
same past three years. 

54s. Kissinger’s Direct Testimoay at pages 32-33 cites and apparently relics upon 

Decision Kos. 70665 (Southwest Gas Corporahon) and 69663 (Arizona Public %mice 

Comnpmy)5 although at page 34, she recogizes ha t  there are more recent decisions for 

bo& Southwest Czj. and ,WS. 

Page 35 of lier Direct Testhony indicates that TEP is not requesting recovery of cost 

related to its Long-Term Zncentke (Stock- ased) ~ o ~ p ~ ~ s a t ~ o ~  and ~ ~ ~ ~ ~ l ~ ~ e ~ t a l  

Exzwtive Retirement Plan (“SSE ‘“>, although she states that TEP reserves the right to 

request recovery of up tu 100 percent oE those costs in a fdxre rate case. 
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at :ts requested Incentive GQ 

policies e s ~ ~ b i ~ s ~ ~ d  in prior C ~ ~ ~ ~ ~ s s i ~ ~  

Yes. TEP’s response to TJDR 1.63(a) states that: "The only res’cnue requirement cl,&~s 

&at knowingly deviate from the Conmission‘s prior decision for TEP is the ’Incentkve 

Compensation Adjjustmznt. ”’ 

11b Commission Decision No. 7062s (December I? 2 08), what percentage of TEP’s 

PEP was removed? 

Zn Comission Decision No. 70628, 50 percent of TEP’s PEP incentive cornpemaTion 

was removed to provide €or a31 equal shaxing of such cost, which provided for m 

appropriate balance befween the benefits attained by bath shareholders and ratepayers. 
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01551A-10-045Q ilsizom PubXfc Service Compnny (Docket No. E-01345A-3 1-02.?] 

and LYS Gas (Dockzt Xo. G-04204A-11-0158). 

A. 

c-3 

A. 

Please ~ x ~ ~ a ~  StaE ~~~~~s~~~~~ C 3 .  

This adjustmeat applies a 5Of50 sliarhg to an average of TEP's PEP expense €or 2010 and 

2011 to determine the PEP expense allowance amount f i r  the test year. As shoun on 

Attachment RCS-2, Schedule C-2, TEP's requested PEP expense is reduced by $2.094 

million on a j ~ s ~ i ~ ~ ~ o n ~ ~  basis. The $2.094 miltion adjustment includes a reduction to 

0&&4 expenses of $1 :5 12,464 and a reduction for related payroll a x  expeiise of $ 1 8 1.975. 

Staff A d ~ ~ s ~ ~ e ~ ~  C-3. 

This adjustment provides for a normalized allowance for Overhaul m d  Outage Expense as 

shown on Attachment RCS-2, Schedule G-3, page 1, of $12.349 million (total Company) 

and $1 1.590 million (ACC j u ~ s d ~ ~ t i o n ~ ~ .  It reduces TEP's proposed . ~ ~ s d i ~ r ~ ~ ~ ~ ~  

mount by $2.5 14 million. 

It differs f?om TEP's proposed a d j ~ ~ ~ e ~ t  in that it uses historical idomtarion: ~'hicli 

'YEP had also used for 2004 through 201 1 and does not utilize projections. TEP's 

proposed allowance is based in part on projections of htme ourage and overhaul expenses 

through 2828. Since it is expected that TEP wiU have one or more a ~ ~ i ~ i ~ ~ ~  rate cases 

during t l ~ s  period", there is no need to ut%ze for purposes of the current TEP rate case 

projecrions o€htme overhaul cosrs though such a distant period, s ~ c h  as 2020. hdeed, 

's coal-frred p h t s  
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(such as San Juan) .has raised some questions about whelher such older tmits would 

contime EO be able to operate economically tfirough an extended fu'nue period such as 

2020. 

Additionally, Siaf f  lzas tested the accuracy of TEP's prior forecasts of omage and overhaul 

costs. A s  shown on Schsdufe C-3, pages 5 and 6,  actuaI costs hwe differed markedly 

&om some of TEP's previous budgetsiforecasts, callixng h to  question the accuracy of 

TIP'S projections, especially pro-jections extending €a into the f%tu.ure beyond thc current 

rate cas:: cycle. AMmugh it appears that some forecast information was utilized as the 

basis for normalizing outage and overhaul expense in TEP's lmt rat: case, the concern 

over the accuracy of TEP's projections and the lack of a need to use extensive futuse 

projections d w  to  expcctations that TEP tvill bc in for one or inure rate cases between 

txow and 2020 argues in favor of using EstoOricd in€onnation in the current case for 

dewmining the nomdized. plmt ovxhaul expense al1owanc.e. 

Q- 

A. 

Please explairm what is shown an tbe ~~~~~e~~ pages of Schedu e c-3 of Attach 

cs-2. 
Page 1 summarizes the adjustment. 

mounts,  TEP's proposed normalized amounts, md TE 's proposzd a ~ ~ s ~ ~ n ~ s ,  in 

co!umns A aid B on a total Coiiipany and ACC j ~ ~ s ~ ~ ~ t ~ o ~ ~  basis, respectively. Page I ,  

colamzns C and D show Staffs nomatized ~n~~~~~ the recorded 

adjustments by plant. C o I m  C shows totdl ~ o i ~ p ~ ~  mounls and column 

It sf.lott.s for each plant, the test year recorde 
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22 on page I s m a ~ z e  the infomation and show totals for TEP's request, StaEs 

r ~ c ~ ~ ~ ~ ~ ~ t i ~ ~  arid StajFf s adjustment. 

Page 2 s h o w  the derivsttion of Staffs recommended i~omalized anlomts by plant. To 

derive the nomdized amomts, actual costs for &e period 2004 through 201 1 were 

considered. The costs of major and minor overhauls were evduated separately. 

Page 3 shows a conipamtive derivztion of normalized plait overhaul. costs using simple 

averages. For most plants an average of &e full 8 year period is shown. For Luna, which 

was imt operational for tile MI 8 year period, a four-year average was used. 

Page 4 sficrws additional overhaul cost information for a Iongzr historical period, 

extending back to 1999. Averages far the I3-year p c h d  though 201 1 are s h o ~ n  for 

most plants. A fou-year average i s  shown for Luna. The awmge overhaul cost shown on 

page 4 is $1 1.758 milfroti. 

Pages 5 and 6 show7 coinparisons of some of TEP's prior ~ ~ r e c ~ s ~ s / ~ ~ ~ ~ ~ ~ s  for overhad 

costs wizh actual fnr"onnation, A x.mdxr of TEP's prior forecasts have differed markedly 

from actual results. fhese differences can be very large, and cast doubt ou the accuracy of 

TEF's forecasts. The comparisons of TEP's projections sdh  actual are one re~cbn u7hy 

Staff has recommended in the current IBP rate case that the allowmce for nomatized 

overhaul expense be based on a c i d  ~ 0 ~ ~ ~ ~ ~ ~ .  StaEf bas not utilized T I P  s forecasted 

plant o-crerhaul projections through 2020, which were parti y the basis €or TEP*s 

requested exgense m~omt, 
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A. 

c-4 

0. 
A. 

A. 

lanf ~ ~ t a ~ ~  and orerhau 

~ ~ ~ ~ ~ § ~ *  

AS shown on Schedule C-3, page 1, Staffs adjustment to nonndize plait oulage and 

01-erhaul expense reduces TEP' s proposed jusisdictional amount for such expense by 

62.514 ndlion. 

Interest ~ ~ ~ ~ ~ ~ a ~ ~ ~ t ~ o ~  

What is interest s ~ ~ ~ ~ ~ ~ ~ ~ ~ t ~ o ~ ?  

Interest synchmni zatjon refers to the Kidel y acc.epted process used in utility ratemaking 

which involves coordinating tlic a r ~ ~ r n t  of interest deduction that is used to compute 

income tax expense for ratemzking purposes with the other elements of the ratemaking 

formula. The &teres1 synchronization process typically involves muftiplying the weighted 

cost of debt (from the recommended cost of capital) by the adjusted rate base in order to 

derive a "s>-nclmnized" amount of interest expense. The syd3ronized interest is then 

ircated as the amount of interest dcdwtion in computing the income tax expense. 
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adjustment decreases income tax expense by the amount shouv on Schedule C-4 and 

increases &e Company's achieved operating income by a simila amount. 

c-5 

Q. 
A. 

A. 

ase Cost of  Fuel and ~ ~ r c ~ ~ s e ~  Power 

What kt TEP proposed as tfie base cost for fie1 aid pwchzsed power? 

Jn its filing, TEP calcrifated a base cost of fuel and purchased power of 5292.190 million 

by multiplying adjusted tsst year sales of 9,285,592,991 k'lrllh times a PPFAC rate of 

$0,021 1-467.'' TEP's catculation is reproduced on AtZaCiUnent RCS-2, Schedule C-5. TEP 

has also requested that all fitel and purchased power cost be removed from its base rates, 

and instead be recovered in its Purzhasec! Power and Fuel Adjustmenr Cfause 

~ r ~ ~ - 4 ~ ~ . ~ 2  

As s h o ~ n  OD. Schedule C-5. page 1, 1 have calculated S t S s  recommended base cost of 

he1 and purchased pouer, vi;hicfi is the amount tliat would be reflected in TEP's base 

rates. This adjustment xses the adjusted test year base cost of fie1 and purchased power 

startkg wi& TEP's most current projected average net cost of 3.1495 cents per k%%. This 

is from TEP's November '7, 2012 PPFAC Report for September 2012. The 3.1395 cents 

per kR% represents the Company's projected average net fael costs for the PPFAG period 

April 3012 though hfarch 2013. Put m o t h  way, Schedule C-5 uses, as the starting 

point, a per-kWh rate of ch is from TEP's September 2012 PPFAC Repo&, 

filed Xovember 7 .  2012, Schedule 3, Xke 7 ,  and reflects the Projected Average Ket Fuel 

Cost that is ~ ~ ~ ~ ~ c a ~ l e  for the current period which runs A p d  1,2012 though Mach 31, 

2013, 

,- 
See. e.g., TEE' PPFAC adjustmmt ~ ~ r o r ~ ~ a ~ ~ r  arid TEP's respace to STF 9.12. Copies of these items a e  included 

in : ~ ~ ~ ~ ~ e ~ i  RCS-3. 
I' See, e.g., El3 witness Eutchem' Direcl Tesrimimy; also se:: TEl? witness Jones' Direct Testi~nooy at page 52, lines 
14-25. Anorher tvitness for Staff is addresskg PPFAC rate design issues. 

1. 



1 

2 

3 

4 

5 

6 

7 

F 

s 
IC 

11 

12 

13 

14 

li; 

I f  

17 

18 

IS 

2C 

211 

3- &A 

23 

24 

94 
t r  

2t 

Direct Testimony of Ralph C. Smith 

Page 36 
Docket NO. E-01933-4-12-0291 

The resulmxt base cost of fuel and purchased power oE $292.450 million on Schedule C-5, 

column 3, line 3 ,  has been redwed by $5,076 million for the adjusted test yeax 

j ~ ~ s d i c ~ i u ~ ~  amomt of s d f u  credits. TEP proposes to reflecl sulfixr credits related to a 

SprirlgerclilJr: coal contract as a reduction to lime exTense in account 502, TEP‘s proposed 

pro foma djustment. for lime expenses In acc;omt 502 is reproduced on Schedule C-5, 

page 2 and reflects a jurisdictional reduction of $5.076 million for sulfur credits, which 

TEP has offset against its Sprirgcnfille h i e  expense that it records in accourzi 502. Staff 

proposes to reflect sulfklux credits as a reduction to the cost of cod  expense in account 501 

(which is a ~ P ~ A ~ - ~ ~ c ~ u ~ b ~ e  account). Also, see rhe direct testimony of Staff .i?itness 

Emily bledhe. 

A s  shown on Schedule C-5, page 1? StafYs adjusted base cost of &el aid purchased power 

i s  $287.371 million. The per-kM% base cost of fuel and purchased power Staff 

recommends is $0.030948. 

Q. 

A. 
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contractual coal price adjustments associated with the receipt of cod with a higher stzlfur 

typically be recorded (as a credit or reduction to cod cost) in accounr f 51 

(fuel inyentory) whicfi then would reduce tfie steaa germation fuel expense rewrded in 

accomt 501 when the cod is bcrned. For TFP, Acco~mt 501 is a ~ ~ F A ~ - ~ ~ c ~ u ~ ~ ~ ~ ~  

account. Coal casts and m y  price adjustmemts which affecr the Gust of coal that are 

recorded in _%CCOLKI~ 50 I ,  such as these Springcrville sulfw credits should be, &us sfiould 

reduce the COSTS that are charged to TEP’s ratepayers through the PPFAC. However, TEP 

has instead attempted to record &e Springervifle sulfur credits as a reduction la its lime 

expense; \?vhich TEP records in Account 502. Account. 502 is not included in TEP‘s 

PPFAC, so &is questionable accounring by TEP can entail both PPFAC and base rate 

consequences. 

~ ~ ~ i ~ n ~  expense, rather than in ~ ~ c ~ u ~ ~  501, Steam Fuel 

ense? 

When coal delivered to TEP’ s Springen4lle plant exceeds con~act  specifications for 

sulhr content, ‘ E Y ’ s  cost of such coal is scduced by the a;nzorznt of such ”sulfur c~e&ts.” 

TEP has provided a codidenlial March 2009 accounting ~ e ~ @ r ~ ~ ~ ~ ,  which is attached 

to Staff witness Medine‘s testimony as Attachment I; that describes the Company’s 
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Q. 
A. 

~ ~ ~ ~ ~ ~ Y & ~ ?  

Because TEP's PPFAC includes costs and credits that are recorded in account 501, S t e m  

Fuel Expense, but does & include the lime expenses that TEP recorded itl account 5 

TEP's decision to accomt for the Springervilllt: s u l k  credits in aecounf 502 mems ihat 

TEP bas f&Jed to p a s  these coal cost reductions on to ratepayers through the PPFAC for 

&e periods followhg the establishmeril of TEP"s PPFAC in its last rate case, Docket No. 

E-019~4-07-0402. In other words, by not recording the SpringerviIIe coal contract 

related coal price adjustments represented by the sulfur credits as reductions to the cost of 

coal recorded in &e PPFAC-included account 501, TEP failed to pass these cod cost 

reductions on to rztepayers thi-@ugh the PPFAC for the periods 3009 throngh &he present. 

How did TEP account fior those sulfur credits prior ta 2009? 

Prior to 2009, 'YEP accounted for such sulfur credits, which are a contractual adjustment to 

the cost of coal, as a riduction to coal costs, i.~, as a reduction 10 die coal costs in accout 

501. 

Art explunatiun provided by TEP on December 14, 2012, -si-hicfi is dkectly on ,pint to the 

Company's pre-2009 ~ ~ c ~ ~ ~ i ~ ~  for S p ~ ~ g ~ ~ i l I ~  coal contract related sulfm credits 

Prior to Februa3~ 2009, sulfur cre ts were rccorde 
and coal costs. h March 009, TEP's ~ c c o ~ ~ ~ ~  j?olicy 

u d n g  memo dated the s u l h  credits was modified (per 
2009) to more properly record s 

account 502 as a31 offset to lime costs. Prior to 
haye a PPFAC. T W s  PPFXC, which became effective in January 
2009, does not dlow for the recovery of i h e  costs. 
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In order to serif.;. this accounting, Staff has recently requested TEP’s suffickntly detailed 

accomting records for accounts 151: 501 and 502 for 2007 and 2008 so s;ve can see 

exactly how TEP was accomiing for the Springervilfe sulf%r credits iri those years. TEP 

has also been requested to include the jormai enhies &om those yeas that TEP used to 

record tihe Springemilk cod related s u l k  credits, as we1 as ~ ~ ~ u s ~ a ~ i v e  Spingerdle coal 

invoices &on1 2008 which sl~otv the redttction to the cost of mal for tlie sulfur credit. 

Depending on the timing of when TEP is able to provide such accounting details, Staff 

may need to address this matter f?x?her in surrebuttal, 

A. Yes, The Uniform System of Accounts (“USCIA”) provides for Account 501, Fuel, that: 

TJ is  account sMX include the cost of fuel used in tfie producrion of 
steam for the generation of electricity, hcluding expenses in 
udoading fuel from the shipping media arid handling thereof up to 
the point where the ke l  enters ube fxst bailer pfani bunker, hopper, 
bucket, tank or holdm of the boiler-house structure. Records shall 
be maintained to show the quantity, .t.u. content md cost of each 
type of fuel used. 

The cost ofthz fad shall be charged initially to account 151, Fuel 
Stock, and cfeared to this 2ccomt on the basis of the fkA used. 
Fuel handling expenses may be charged to rhis account as h c m d  
or charged initially to account 15Zt Fuel Stock Expenses 
Undistributed. hi the fatter event, t J l q  shall be cleared to this 
account on the basis of the he1 used. Respective mounts of fuel 
stock and fuel stock expenses shall be readily available. 

For Xccount 15 I,  Fuel Stock, the USBA provides, mong otlier things that: 

This accouat shall include the book cost of fuel on hand. 

Items: 

(Emphasis s u ~ ~ l ~ ~ ~ . ~  
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Q. 

A. 

-4s described in Staff witness Medine's testimony, the sulfur credits are a contractual 

adjustment (is.> a discomi) to the cost of cod and occur when the sulfur content of the 

coal exceeds conlract specificatjons. Other things being equal, cod with a higher snlfir 

content generafly has a lower cost thm IOUW sulfuf GO&. Consequently, other things 

being equal, cod with a higtler sulfur content ppically has a discouuted price coinpared to 

lower s u l h  cod. The sulhr credits represent a discount to the invoiced price for the cod. 

Cr-edirs recorded in account 501 for coal price discounts reduce the cost of cad used in &e 

production of s t m  for the generation of electricity. TEP's attempt to record such s d h  

credits in account 502 instead of in aecomt 501, where they had apparently previously 

been recorded, docs not reprcsent standard electric generation industry accomiing for a 

contSaGtua1 adjjnstnnent: to the cost of coal. 

Was the accounting far Springewille coal contract sulfur credits described in TE 

confideatial Iilasch 2.009 memorandum presented l o  or a ~ ~ ~ ~ r ~ ~ ~  

Commission? 

No. StafT has found no docmientation that the 2009 accounting described 

rccord such sulfur credits in an account other than account 501 jwhcrt: &ey reduce the cost 

of coal) and to record such credits in accoum 502 (where has used them as an offset 

to Xime costs) mas presented to or aahorized by thc  is^^^^. TEP's n-ifiucfi 25,2009 

memo on "Accounting for S u l k  Credits;' which is include with Staff svitxss Medine's 

testimony as AEac vidGch has corne to SMYs aktentjon for the first tinze in the 

eontext oE the currmt TEP rate case, states that: 
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Q. 

A. 

Q. 
;2. 

Does Staff agree with TEP’s proposal to record the S ~ i ~ g ~ ~ ~ ~ l ~  coal contract 

related sulfur credits in account 502‘) 

No. Staffs position is that the sulfur credits should be aad shonfd have continued to be 

recorded by TEP in account SO1 as a reduction to the cost of coal. Sta-ffmhxm Vedine‘s 

testimony describes in addirional detail how cantractad cod price adjjustments b a  

the heat (BTU) and sulfur content ofthe cod delivered are standard industry practice and 

represent a contractual adjustment to the cost of such coal. Sta€Fs position is that 

ratepayers should receive tile benefit of the suffirr credirs that TEP rcccived pursuant to its 

S p ~ ~ c ~ j ~ l ~  coal contracts for 2009 through 2012. Staff is ~ S Q  concerned that TEP 

diwxted its recording of such Springen-ilfe coal contract related sdfur credits out of 

account 501 - a PPFAC incIlldable account - without Commission authorization. 

Staff witiiess Medine has compiled the foliowing amounts of TEP recorded S p ~ n ~ ~ ~ ~ ~ l l ~  

plmt suliiu: credits from infornlatioir provided by TEP: 
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A. 

Q- 

A. 

Q. 

A. 

‘flat a~~~~~ of s 
ease request? 

As shown on Attachment RCS-2, Scliedule C-5, page 2, d h g  thc 2011 test year, TEP 

recorded $4.789 mitlion of sulfiu: credits in account 502. TEP aIso proposed a pro forma 

adjustment to increase i t s  lime expense for Spriigertille Generating Station mGt 2. TEP’s 

derivation of that adjustment WBS based on fkne costs n& of the SEKW credits. After 

incorporating the impact of ‘TEP’s pro forma ad.jus.tment, TEP has essentially reflected ai 

adjustzd amount for Springervifle units 1 and 2 s u l h  credits of $5.700 million in total, 

md $5,076 ntillion on an ACC jurisdictional basis. The components of TEP‘s test year 

recorded amount and pro forma adjustment are reproduced on ScheduIe C-5, page 2. 

Wow has Staff reflected the adjusted test year jurisdictional amowit of Sprilmgerr-ilk 

coal contrast related sulfur credits? 

Staff has reflected this as a reduction to fuel expense in account 501. Because account 

501 is jllcfuded in TEP‘s PPFAC, Staff has dso reflected this as a reduction to the base 

cost of h e 1  m d  pmchased power. 

What base cost of fuel and 

g YEP’S revenue re 

As sh51m on ~ ~ ~ a c ~ e ~ ~  RCS-I?, Schedule C-5, page 1, a base cost of he1 and purcliased 

7.373 ~ i l ~ ~ ~ n -  has been used. “%.is is $4,816 million 

lower than .the mount. retlected by TEP. fhe $4.816 million difference is comprised of 

m-0 G ~ ~ ~ p o ~ c ~ ~ s ,  a $26 ,000 diEercace bemieen the per-kVJh stating ~ o ~ t  for 

d~~~~~ the Ease cost of fuel an a. $5.076 miXlion ddference for &e ~ ~ ~ ~ e n t  of 

suffrtr credits as a reducrion to the cost af coal. net of those two ~ o u i ~ ~ s  produces &e 

ndjustrncnt of $4.816 million. As shown in Schedule C-5, page I, m adjustment has been 
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made to correspondingly decrease pro forma PPFAC revenue and he1 and purchased 

powei cos& by the same anlozrnt of $3.8 I G million. 

A. 

A. 

A. 

E% aiso lnrnde an a ~ j ~ s t ~ e n ~  to Lime Expense, r e ~ ~ t j ~ g  fa the S 

Yes. As described in a subsequent section of my testimony, StaE has made a 

conespondiig adjus‘meiit to Lime Expense, relating to the sulSur credits ~~~o~~~~~ issue. 

That Staff adjustment is shown on -44ttachmcnt RCS-2, Schedule C-14, ‘md increases tltc 

jurisdictioiid adjusted cost of Lime Expense in accouat 502 by $5.076 mi!iion. 

ate Case Expense 

W%at ~~~~~~ of rate case expense is the ~~~~a~~ re uesting recovery for i 

Case? 

TEP is requesting recovery of $1.415 million fer current rate case expenses ever 3 years 

fer an annual alle.c\rsmce of $471$67 per year. 

osed a ~ o u ~ t  of rate case expense for this 

ease? 

No. The total amount of rate case expense is excessive and would repsesent an 

measonable burden on ratepayers. Additienaily, the m o u n t  lllcluded in rates for an 

~ ~ ~ a ~ a n c ~  for rate case expense should be understood to he a normalized amomt, not an 

amortization. A~d i t ion~ l~~7 ,  a four-year ~~~~~~t~~~~ pcriod was used in TEP’s 1st ratc 

case. TEF has not exhibited an historical pattern of filing for base rate changes on a three- 

year internal. 
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A. 

Q. 

;4. 

A. 

rate case expense was aIlowt: in the fast TEP n t e  ease? 

The allowance for rate case expense was based on a total amount of ~ 9 ~ ~ , ~ ~ ~  for rate case 

expenses in its prior rate case, Docket No. E - ~ ~ 9 ~ 3 - ~ - ~ ~ - 0 ~ ~ 2 ,  nomidized oser a period 

offour yeas, for an m u a ~  allowance of ~ ~ ~ ~ 0 0 0  per: pear.” 

ow does the current TEP rate case c o ~ ~ a ~ e  with the fast TEP rate case? 

TEP’s last rate case included cornpIex issues involving whether TEP generation would be 

regulated at market prices or at a cost of service w%c=fi are riot prescnt in the current TEP 

rate case. TEP has not justified a more than doubling of The mnnuaf rate ease expense 

alfowace from Docket No. E-01933A-07-0402 of $225,000 to its requested mmmt of 

$37 1,667, w-hich is an increase of 11 0 percent. 

What do you recommend f ~ r  tbe ailvwance fats rate case expense for TEP in this 

proceeding? 

1 recomelid m m u d  atlowmce of $225,000, based on n~~~~~~ a total mount of 

$900,000 ovcr &e same €ow+j7ear base rate case fib8 cycle that was used in TEP‘s last 

base rate case. 
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A. 

6- 7 

A. 

A. 

,1300 ~~~1~~~~~ if it is 

~ n ~ ~ ~ ~ e  excessive charges for no-bi 

Yes. Baed ou a revicvv ro date of confidential docurncnhtion provided by TEP, SIX@ is 

concerned that the Company’s rate case expense for the current case may coritain 

excessive charges resulting from no-bid contrac~s.~~ Consequently, a do;%xward 

adjustment may be necessary to the total amount or m u d  allowance. If Staff deterrrzines 

that such ai adjustment is needed, it will be presented in the Staff surrebuttal filing. 

Please explain Sta ~ ~ ~ U S ~ ~ ~ t  c-7. 

Tbis adjustnlent removes one-half of the Directors’ and Officers’ Liability lnsurmce 

expense and reduces test year O&M expeme by $327,100. Tlze removal of one-half of 

this expense reflects equal (i.e., 50150) shmkg of the cost for this insurance benx7ser.1 

eholders and ratepayers. The - A 0 2  jutisdictional expznse reduction is $289.320, as 

sbo~?-n on Aftstchment RCS-2, Scbedule C-7. 

116s type of insmaice coverage usually GOIWS into play t&en a skshotder  saes the 

officers and directors of a public co~~ipany~ such as TEP’s parent USSjom~e Energy. 

Thus, it helps protect the officers and directors 5om the costs of a shareholder 1a~7suit. 

Shareholders benefit frorn pdyouts under h e  policy that would reduce the cost not 

re~u‘i~erable from ratepayers. On the other hmd, ratepayers benefit om t h i s  because 
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make decisions without fear of personzl liability, Conseqaently, it is reasonable for 

shareholders &I hear some ofthe cost for &e D& 

A4. 

Q. 

-4. 

ustnlmt made in ‘FEY’S last rate case? 

To my howledge it was not. 

est Gas’ most recent ~ r ~ o ~ a  

rate case and in the most recent UKS Gas rate case? 

Yes, and a similar adjustment was also made in Southwest Gas’ Nevada rate case, Ne%-ada 

PSC Docket No. 09-04003, and adopted by the Nevada Comxission 111 m order dated 

October 29, 2009. Southwest’s D&O Insurance expense is a “system alJocab!e” expense, 

nieatiing that jt is incurred at Southwest‘s corporate headquarters and h e  cost is allocated 

to the divisions. Thus, 3 portion o€&e s m i e  S o u t h  est D&O Insmmce expense that was 

recently disdlowed in Nevada was being allocated to Arizona md was adjusted for 50150 

sharing by S f d f  in SWC’s most recent Aizona rzte case: Docket No. G-01551A-10- 

O 4 X i 5  Staff also recammended a similar adjustmcnt in ThTS Gas’s most recent rate caw, 

Il)ocket No. G-04303A-12-0158. SEmilarly. TEP’s surmce Expense represents a 

cost for insurance coverage fur CniSowce EEergy directors that bendifits s ~ i ~ ~ ~ o l d e ~ s  and 

should t h u  be borne in part by s ~ ~ e ~ o ~ d ~ r ~ .  
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D&Q Lizibility Fnsurmce Expense hef~7een ratepayers and shareholders on a 50-50 basis." 

1 am avi7se that at least two other com.nissioris (Comscticui md Florida) have made 

adjustments for a ratepqa aid sIiareIiolder shzring of D&O Insurance expense. 

Comecticut has also required shareholders to share a portion of .the cnst of D&ZO 

Lrzsuraace expensee, with the sfiarc.boldcr portion varying from 50 pltrcent to 75 percent in 

different cases. 

Q* 

A " 

A. 

located, 

As shomrn on Schedule C-7, TEP"s proposed test y e a  expense for D&O Insurmce of 

$654,200 should he reduced by $323,100 to reRect an allocation of 50 percent of this 

expense to shareholders. The AGC jurisdictional adjustment reduces expense by 

$289,320. 

Yes. h refared acljushnent to rate base is shown on Schedule B-3 to remove 50 percent of 

the prepid amount for . .  
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c-8 

A. 

Q. 

A. 

A. 

Please expIain Staff’s pro 

This adjustment is shom on Schedule C-8 and reduces test year expense by $127,121 0x1 

a tozat compm;7 basis and $1 12,438 on an ACC Jurisdichnal basis. It reflects fie 

removal of 49.93 percent of Ed.;sc?n Electric LmriW~e (”EEI”) core dues, and 6.0 percent of 

the EEI Uiility Air Regdatory Group (“UAKG”) dues. Staffs ad-justmeat also removes 

100 percent of Western Energy Suppfy and Tzaismissictn (‘tT;I;’ESTI’) Association dues. 

Bow does Staff’s proposed adjustment for Edisoxa Electric Institate dues compare 

!s proposcd treatment of such dues? 

As noted above, StafFs adjustment reflects rhe removal of 49-93 percsnt of EEI cofe dues, 

6 percent o€ the EEI UARG dues and 100 percent of the TEST dues. TEP’s filing 

reflectzd .the removal of 21.3 percent of the EEI. core dues for Legislative Advocacy, 

removal of 8.2 percent of Utility Solid Waste -4ctivities Group (”USWAG”) dues, removd 

of none of the EET UARG dries, and none ofthe IVEST 
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Public Relations 

The sum of EEI Core Dues activitjes for these N,UUC categories totals 49.93 percent, m 

sham on Schedule (2-8, page 2. 

A. 

Q.  

A. 

hat is the perp-pose ofthe N 

The purpose of the ~ ~ ~ ~ ~ - d ~ s ~ ~ i ~ t e d  categorization of EEI expenditures is to proi.ide 

regulatory c o d s s i o n s  with information that is useful in helping them decide Mihich, if 

any, of &e costs ofthe aqsociation should be qproved for irclusion in utility rates. Often, 

state conmissioners resiew the costs of the association charged or aHocati=d to rh:: utilities 

in their jurisdiction in accordance with the poficies of their commission for treatment of 

costs directly incurred by the state's utilities fur similar activities. Ccrk& expense 

categories rimy be viewed by some State conmissions asl potentid vehicles for charging 

ratepayers with such costs as lobbying, advocacy or promotional activities which may not 

be IO h i r  benefit. The ~ - ~ ~ ~ - ~ ~ s i ~ i ~ ~ t ~ d  categories of EEI expmditures are thus 

intended to be helpfd to state utility replatory comiissions. 

as this sa 

eleetric ~ ~ ~ i i ~  rate cases? 

Yes. The Arkansas PubIic Service Comiissioii in Docket NO. 06-fOI-U, i~fl Entergjr 

Arkansas, Inc. rate case, in Order KO. 1 0 (6il S W )  adupkd a similx adjustment to reflect 

the ~ ~ ~ ~ l o ~ ~ ~ e  of 49.93 percent: of EEI c o x  dues. This 49.93 percent d ~ s ~ l o w ~ ~ c  o€ 

ntif5ed activity categories. 
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sepaatef y haded activities (ur "t'-groups"), 

before legislative, regdatory, m d  judicial bodies. 

vocates the electric utili5 industry's views 

A, 

G? 

Yes. 

TE~{~291,)007234, states ihal percemages of such activities r-11.e lion-deductible: 

A letter from EEI dated Mach 39> 2012, provided on Company workpaper 

%it: have completed the calcufatioiz of EEI's actual final 
expendimes relating to influencing I egislation for calendar year 
2011. A totd of 31.3% of ow regular dues was dcvutd to non- 
deductible activities in 20 1 I. In addition, 29.1 % of the assessment 
for tfic SF-4 for Industry Issues, 6.0% of the assessmelerf for tire 
SFA for Environment, 8.2% of the assessment for the' LJtifiQ- Solid 
Waste -4ctivities Croup ("'USTt7AG"), a id  68.2% of the assessment 
for the Water Advocacy Coalition (WAC) were devoted ta BOD- 
deductible activities in 2011. These percentages may affect the 
extent to i4-hiGh your 201 1 EEI dues and SFA payments qadi@ as a 
deductible business expense. 

{Eniphasis supplied.) 

EE1"s fetter refers to UARG as the SFA for Envjronment. EET's invoices refer to the 

lobbying md influencing legislation, are considered a " ~ o ~ - d ~ d u c ~ i ~ l ~  aczivity" f i r  €edeml 

income fax purposes. Aceordin to the EEI guidance, ix leas 6.0 percent of &e U 

dues are refatcd to - ' ~ ~ ~ - d c d ~ ~ ~ ~ ~ ~  acrivity." ~ ~ ~ s ~ ~ ~ ~ ~ ~ l ~ ,  at least 6.0 percent of the 

G dues should he 

8 on a total ~ o r n ~ ~ ~  basis, and 57,614 on an ACG ~ ~ ~ d i c t ~ o n a ~  basis, of EEI 

sallaived for ratemaking p 

U r n G  dues fk.0111 e cost of service. 
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A. 

k 

As provided ia TEP's response to UDR 1+55a, W2ST Associates is a coalition of 10 

cooperative, public power aid intvslor-owned electric utilities sen-ing over 13 million 

customers in f 1 Western states. %;EST Associates advocates on behalf of the member 

utilities to emme that uniquely western issues impacting member compmies 2nd their 

operations axe reco,gkxd in federal, state and focal regulatory matters. 

Why did you determine to. remove 10 

WEST dues we a discrelionmy expenditme. Except for ~ r ~ a ~ a ~ i o ~ ~  relt-ited to 

reliability, these expeilciifszres are: not directly essentid to the proyision of clcctrie service. 

The cost of membership in ~ r ~ ~ ~ ~ ~ ~ ~ ~ ~ s  should not be rellected in rztes n,?lt?ss rhe 

ercent of the '617lEST dues? 

Company can demonstrate the cost is necessary for the provision of safe, reliable, and 

resonabl~7 priced electric service, or that such mcmbmroip otherwise provides a direct 

bcnefit to rzxepayers. .4 web search indicates that IWST sponsors legislative travel. The 

poltion of WEST dues that go for such acthitics should bc disallowed but c m o t  be 

ascertained from information provided by TEP. The Company has neither explahed nor 

justifkd the WXST dues expenditures. Given the ~ s ~ ~ e t ~ o n a ~  nature of these 

expeadifmes, it M;ould be measonable to include them in rates .in;ithout some type of 

review for cosv'benefit: and appop5iteness. 1 recommend disstllowkg $I 1,632 on a total 

Company basis, and $10,289 on an ACC Julisdictional basis, of "JEST dues &om the cost 

of senrice. 



Direct Testimony af Ratph C. Smith 

Page 52 
Docket NO. E-019332~-12-0291 

c-9 

24. 

enses for ratemaking purposes? 

In the recent f?TR‘S Gas rate case, it c m e  to Staffs attention that fhe combined total 

amount of Arizona property tax expense being requested in rate cases by TEP aid its 

u t i l iq  affiliates, LXS Gas and fJXS Electric, RZ? consistently exceedkg the total amount: 

of property taxes in each year that these thee affiliated utilities were paying io the 

Arizona corrnties and muulicipdities that were assessing the property taxes. TEP aid its 

afEliates argue that their ratcmaking method for reflecting prop@- taxes should continue 

to be used, evcn though the rnctliod consisiently overcharges ratepayers for ,L2Tizona 

property tzixes for the three utilities combined. However, Staff sees 110 justification for 

thesi: three utilities con~nuing tu rznsct for ratemaking purposes more Arizona pruperty 

mcs than t h y  are actually paying. Staff believes the propex-fy tm estimation method 

used by TEP and its utility affiliates is flawed because it consistently overstates the 

combined miount of Arii.ona property taxes that these three afEliated utilities are assessed 

and pay. 

TEF has also claimed that bccause a “separate return’‘ basis i s  used to c culate jncome tax 

expense €5r ratemaking purposes, its Arizona property tax alhwances sh51dd also be 

based QR “ssepusate ~0mp;uZy”’ calculations, even tliough the ibizoiia property taxes are 

assessed for the three a f ~ l i ~ t ~ d  ~ ~ i l ~ ~ i e s  on if c o ~ ~ ~ e d  asis. However, St2ff does not 

siew this ArizoBa propmy tax issw as being similar to 60 

involve &e ~ p p l ~ c ~ ~ ~ ~ ~  of complex mx laws. 
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as TEP identifie y decisions or Co ission directives 

address the issue of 

No. TEP's response to STF 16.10, €or example, states that: "TEP is not aware of m y  

decisions or Commission directives whkh spscif'iedIy address the issue of' actual versus 

standalone property taxes." As kidicated in its response to STF 11.1 l(c), &e TEP- 

aEliated ctilities instead h v e  reIied on Decision NQ. 5995 I f-Sanuq 1 997) decision on ail 

income tax issue that was addressed for the electric division of Citizens Utilities which 

addressed an issue of whether a 34 percmt or 35 percerit income tax rate should be used 

for compu~ing income taxes for &at utility a1 th& time. 

rate case the same as an 

ecirion KO. 599513 

No. The property tax issue being addressed in the current TEP rate case is basically 

whether 'TEP arid its affiliates shouXd be allowed to me a method to compt& property tax 

expense for raternalcing pqosces that has consistently over-charged Arizona ratepayers for 

the conzhined utilities' amounts of actual Arizona properry taxes. This has nothing ta do 

with income taxes. Moreover, TEP's response to STF 25.3 staxes that TEP has not used a 

34 percent income tax rate for ratenidchg purposes in the lasf fen gears. So the income 

tax issue that was addressed in 1997 for the elcclric division of Citizens Utilities in 

Decision No. 5995 1 is not on point to the property tas issue being addressed in fhe current 

TkP rate case. TEP's response ro SFF 1 2 . 1  l f ~ )  indicates t h x  actual propem- tax bills for 
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A. 

pfed to justify using a metho 

~ u ~ s ~ ~ ~ ~ ~ ~ ~  ~ ~ ~ e r s ~ ~ t ~ ~ e ~ ~  of actual ~ r ~ ~ e ~  tax 

expense in catch year (2 11) by r ~ f ~ ~ ~ i ~ g  to a ccco~bine 

s Electric and txs Cas? 

Yes. This was hvestigated through discovery in the recent bWS Cas rate case and in the 

current TEP rate case, including coirfrdentid idomation provided in response to STF 

5.42, STF 11.10, STF ll.ll> SW 16.10, m d  UDR 1.66 a i d  1.68. The method has also 

resulted in large over-estimations of property tax expense €or TEP and W S  GES but not 

€or W S  Electric. TEP’s supyleilzeital response to STF 16.10(i) in lIze current case 

shows the property tax amounts for TEP, LWS Gas, LTC’S Electric and the combin 

utilities using (1) TEY’s proposed ratern&& method (labeled OD thzt response as 

b’Stanctalones’) and (2) the actual property tax expense. A copy o€that response is kcludod 

in -Mtachment RCS-4. f i e  combined property tm amounts €or the t h e  al%rliatsd utilities 

are dso smiar ized  below: 
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ratepayers for Arizona property taxes. Staff sees no justification for a method that 

consistmtly over-charges Arizona ratepayers u f  the three affiiiakd utilities for ilrizona 

property kxes &at are assessed to and paid by these utilities. 

A .  

A. 

.!A. 

What is the Arkona ~~~~~~~ tax ~ s ~ ~ s ~ ~ c ~ ~  cyde and how docs that aEect the 

~~~~~~~ of Arizona property taxes Chat TEP pays and E - ~ C Q ~ ~ S  as expense on its 

books? 

Tile C O ~ P ~ S ~ Y ' S  response to STF 1 1.10 describes the dates which govern the property tax 

assessment, payment and expense recordkg cycle. For tatax year 2012, for example, it 

shows &s followkg dates: 
e Assessrnmt date: J m u q  1,201 f 

, Lien daic: Jsuiary 1,2013 

Expecse Recording: 50% in 2012 and 50% in 2013 

Payment Due Dates: October 1.. 30 12 and hilarch 1.201 3 

Payment Deiinquenr Dates: November I, 2012 and May 1,2013 

o 

e 

ation for 2013? 

Yes.  TEP's response to STF 28.1 provides actual versus stand-alone propcxty tax 

ird?ormation €or 2013 for TEP, as well as for the affiliated utilities? C N S  Electric and bYS 

Gas. 
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Q* 
A. 

42-1 

,4. 

by $502,493 to reflect costs assigxd to the owners of S p r ~ ~ ~ ~ ~ , i l ~ e  Units 3 and 4, and 

increases of recorded propern tax expense of $3,657,904 for Spriagerviile Unit 1 and 

$3,351,728 for a general increase based oil TEP's ~ ~ ~ ~ c a t i u ~  of the stand-alone 

ratenuking method described above. 

A s  shown on Schedule C-9, StaEfs recommended adjustnnenl. uses the 2013 "actud" basis 

amounts of proper@ axes  provided by TEP hi response to STF 23.1 for fEP in total, as 

well as corresponding with the SprhgewilIe property tas a4ustments. The 2013 actual 

property taxes shown in the response to STF 28.1 are based on assessments of plant in 

service as of December 51, 201 1. aid qxeseill the best awifable estimates of propcrry 

taxes mticipated to be recorded in 2013. As sliown on Schedule C-9, page I t  S@s 

adjustmei:t reduces TEP's proposed property tax expei~e by $1.460 inillion on an ACC 

Jurisdictional basis, ancl consists of three components: (1) an increase of $249,795 far 

property taxes (on line 11, and &cremes of $33,579 and S1,6755816, respectiveIy, 

corresponding wi& using acmd 2013 amouxs for TEP's Springewifle Knits 3 and 4 

Adjustment and Sprkger? ilk I;rGt I ~ d j ~ s ? ~ ~ e ~ t  foz p ~ ~ ~ ~ ~ -  taxes." 



f 

2 

3 
4 
5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

25 

19 

20 

21 

22 

23 

24 

25 

26 

27 

Direct Testimony of Edph C. Smith 
Docket NO. E-01933A-12-0291 
P2ge 57 

and buildings 011 thr: m o m t  of SzaFs jm-kdictiond adjustjllent for TEP's new 

heady m e r s  building plmt. 

e-1 9. 

69. 
A. 

ther ~~~~a~~~~ Revexsue: 
anad 4 

Pfease explain Staff a 

As S ~ Q ~ T I  on Attaclmient RCS-2, Schedule C-11: TEP records O&er O p e ~ a ~ g  Revenue 

to reflect the reimbursement of operating expenses for Springersilk fuel handling and 

common facilities froin the awiers of Splirgerville Units 3 md 4. TEP operates the 

Springemilk plant, inchding Unit 1 (~1.Lich TEP leases), Unit 2 (which TEP oi~ns>, and 

Urds 3 and 4 (u7hkh are owned by ~ o ~ - ~ ~ l i a t ~  entities, Tri-State and Salt Ever Project 

pay TEP €or TEP's operaticg expenses 

related to ttose units (Springewilfe 3 and 41, as u7efl as reimburse 'IEP for C O S ~ S  related to 

~ p ~ ~ ~ e r v i 1 1 ~  commn and coal handkg facilities. TEP proposes to keep appr@~ateliy 

56.963 million of those Springemille operating expense reimbursements annually for its 

shareholders. TEP reflecrs its proposed shareholder retention by excluding 50 percent of 

the rcimbursernents from Tri-State and SRP fer Sprk~gervilfe %el handing aid conxnon 

failities use from Other Operating Revenue. Other Operating Revenue would typically 

be considered as a S O W C ~  of revenue &at he!ps offset the utiliqr's revenue requkement. 

Because of the unique history of SprZngervifle, Sta f f  believes that some sharing of the non- 

a ~ ~ ~ ~ ~ e d  oviners' cost reimbwsemenrs to TEP with shueliolders may be appropriate, hut 

believes that an almost $7 milliion mount. annually for TEP's shareholders for such 

e C-lL reflects a 9 

ng ofthe Other p ~ r ~ ~ ~ ~ ~  ~ ~ v ~ n u e s  related to Tri-Shte and S 

TEP for ~ ~ ~ ~ ~ ~ i ~ ~ e  cod h ~ ~ ~ ~ n ~  uld c ~ ~ o ~  facilities we. TEP's a~~~~~~ .to divert 

fur the benefit of its s ~ ~ e ~ o ~ ~ ~ ~ s  $6. 61 miilion of the SpringewiZfe operating expense 
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reimbursements m u d y  is reduced by $5.569 million, by adding that amount back to 

Qther Operating Income. This leaves an m u d  pre-tax progt mount for TEP 

shareholders of 10 percent, or $1.392 million, €or the Springenilk h e 1  Ixmdling and 

corn011 reimbursements TEP receives fiom Tri-State md SRP that is not reflected in 

developiiig TEP ‘s ~ ~ s ~ c t i o ~ a ~  revenue requirement. 

It should also be noted, as also shovvn on Schedule C-l I ,  that both TEP and Staff hate 

reflected 100 percent af the 0th- Operating Rex-enues rscorded by TEP for Springemilie 

vehick use reimbursements by Tri-Stzte and SRP, WIG& c ~ ~ e s p ~ ~ ~ i i ~ ~ ~ ~  reduces the 

revenlie requirement borne by TEP’ s ratepayers. 

C-12 

Q. 
A. 

h. 

Springemifle Unit 1 Leveliaed Expense 

Please discass TEP’s lease interests in Sprinagen7f1lc Unit I, 

As described in the testimony of TEP witnesses Karen Kissinger and Kenaoo Grant, ‘(‘E€’ 

leases Springewifle Unit 1 mdcr sewn separate lease ageements. The scheduled lease 

payments vary fiom period to period but are fixed by contrstct and are not tied to ‘my 

market-based index or variable rate o: ixlteresx. For financial reportkg 

accounts for these Iesscs using &e interest method of capital lease accounting. TEP 

records a lease ~ ~ l i ~ a ~ o ~  on its balance sheet equal to the net resent value of scheduled 

rent prtymnents md records h taes t  exp~tise on thf: liability in each reporting period. This 

metbod z h  requires TEP to record a capit lease on i t s  baTanee sheet and to ~ ~ o ~ ~ ~ e  

asset on a straight-line basis over  he tern o€&e lease. 

fil TEP’s last rate case, SGS unit 1 was reflected as a aon-!hfuel reco~ery dlowarncc based 

on $25.57 per kW per month that reflected a leveljzed cost of the facility t h r ~ ~ g h  the 
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-4. 

A. 

case? 

In the current rate case, TEP has made an adjustment to increase jurisdictional operating 

expenses by $41 million. TEP's lease for SGS unit 1 is addressed in TEP m7itness Grant's 

testimony at pages 17-32. A similar adjustment vr'its a significant issue in TEP's last rate 

case. ?XP's 2011 TI' recorded U&M expense for S ~ ~ 1 ~ ~ ~ - j l l ~  Unit 1 was about $71 

million, and equates to a cost per ku'/xx10nth of about $15.54. TEP's pro €oma 

adjustment increases that cost to ~ 2 j . 6 7 1 ~ ~ / ~ ~ 0 ~ ~  for a total. adjusted expense of 

$1 17.055 million berare juslsdictio&l docation. 

TEP's Springerville Unit 1 adjusmenl is E ~ l y  complex and k~cludes ~~~~~~s pieccs, 

including rent. payroll adjustments. property t a m ,  and reiib'lease cost. The rent is the 

largest single item and reflects a total iucrease of $45 million. The total capped expense 

amount of $1 17.055 million, as reproduced on A ~ ~ a ~ ~ ~ ~ ~ t  RCS-2, Schedule C-12, page 2, 

column 6: i s  based on 380 hfU7 x 12 months x the $25.67 fevelized c u ~ ~ ~ ~ ~ ~ o ~ t ~ ,  
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for Sprhgerville Unit 1 costs &om TEP’s lzst rate case that reflected such a settlement, 

however, were not viewed as being binding upon any ~ a t e ~ i ~ ~ ~ ~  treatment in the current 

TEP fate case. Consequently, SiaE has re-examined th;: Sprifigeniille Unit 1 issue Ereshly 

in the context of the current E P  rate case. 

Q. 

A. 

A. 

Has Staff accepted TEP’s proposed ~ p r ~ n ~ e ~ r ~ ~ l ~  Unit 1 le-crelked lease ~ ~ ~ a ~ ~ e ~ ~  as a 

on Springemilfe h i t  i cost recovery for purposes of the c~~~~~~ TEP rate case? 

Yes. The policy reasons aid history behind this adjustment froin the last TEP rate case 

were reviewed, as well as 16P’s testimony and support in the current raxe case. In the 

cment case, TEP is seebig a contiiiuatioii of the existing ralriwaking treatment ordered in 

the last case, <and its adjusted SGS uslit 1 operating costs reflect the $ ~ ~ . 6 7 ~ ~ ~ - / ~ 0 n t h  

allowance for SGS 1 and common facilities. Springendle Unit 1 leasehold improvements 

are included in rate base at their depreciated original cost. AIIJiough Stdf has accepted 

the continued use of tlie $25.67,kW/month allowance as the capped expense allowmce for 

use in the current TEP rate case for Springen4lle Unit 1 levelized lease costs, the 

ii.idit.idual expense components of the total $117.055 million dlo.tvance for this diEeer 

between SMf and TEP. These differences cause a diEexencx in the ~~o~~ of AGC 

j ~ ~ s d ~ c t ~ o ~ ~  expense for Spr-ingerville ULit I. between TEP’s request and Staffs 

r e ~ ~ ~ ~ n d a t ~ o ~ s .  

2. 

ent RCS-2: Schedule C-12, both TEP an have reBeGted an 

allovt.ance fox ~ ~ ~ ~ ~ e ~ ~ i ~ l e  Unit 1 expense based on a let-elized reco~erj? G 

per kIV per month, sx;bieh is the same level that was reflected in TEP’s last m e  case, 

ocket No. €2-01 933A-07-0402 and incorporated into ecision Xo. 7062. 

ZOOS). Al&ntigh both TEP and Staf f  h ~ v e  reflected the continued ievel 
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cap €or Springeniille Lnit 1 iii the current case, the specific levels of certain expenses, 

such as incmtive compensation and Springenrille Uni~  I propeirty taxes are difierent 

between TEP and StafT. Because different Jurisdictional factors are applied to ~e various 

expenses WIG& comprise the ~ ~ ~ ~ ~ e ~ r i ~ l e  Unit 1 expense dlowance, &e vwiances 

between Staff md TEP result in a total Company adjustment of zero and an ACC 

jurisdictional expense dccreasc of approximately $I 3,000 in Staff's adjustment. As shuwn 

0x1 Schedule C-12, page 1, die net jwisdictiorial expense decrease izm Szaff's adjustment is 

comprised of a net decrease to jurisdictional O&M expenses of $1.689 million md a net 

increase in Spn'ngeniiltle Knit I property tax- expense of $ I .676 million. 

Q* 
A. Schedule C-12, page 2, reproduces TEP's proposed Springewik Ux& I levelized cost 

allowance. Page 2 also S ~ O W S  TEP's jurisdictional expense request. by account., and the 

related jurisdictional factors for each account. 

Schedule C-12, page 3, shows, in similar detaii, the c o ~ ~ o n ~ ~ ~ s  af  Staff's proposed 

Springemille Unit 1 levelized cost aflowzmce. As shown on page 3, Staffs adjustment 

reflects removal of SO percent of the incentive cctmpensation a ~ ~ ~ ~ s  that were hcfuded 

in TEP's proposed Springerville "&nit 1 expenses. FifZy percent of &e kcenrive 

compensatiozi expenses included by TEP in TEP's Springenilk E& I expense afnotrnts 

are removed to reflect conceptual consistency with St adjustment C-2, which reflects 

removd of 50 percent of the mud kcentke  compensation momrs reqiiested by TEP. 

StafYs adjustment also uses &e a.iiount of ~ ~ ~ ~ e ~ ~ ~ ~ e  t-nit 1 propertqr tax expense, 

computed on &e "'actual" metbod for 2013, as descri 

~d~~~~~~~~ 6-9, ms reflects c o i ~ s k t e ~ ~ t  &eatment of ~ p ~ ~ e ~ ~ ~ ~ ~ ~  unit 1 propmy &xes 

irn S ~ ~ - a d ~ ~ s ~ ~ ~ ~  C-9 and 6-12. 
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Q. 
A. 

A. 

hat has TEP propose 

TEP has included these in rate base at net 

consistent with the treatment in TEP‘s last rate cae.  The Spritlgerville Unit 1 Ieaschold 

improvements are used and usefiit in the provision of elecu-jc utility service, so inclusion 

in rate base at net depreciated orighxd cost is not objectionable. 

TEP has alsa included m amortization of SGS unjt 1 leasehold improvements. This is 

discussed at Rh. Grant’s testimony at pages 32-33. TEP proposes a ten-year ~ ~ ~ ~ z a ~ ~ o n  

for the cost of those lensehold improvements. ‘lhe remaining life of the least: was used, 

subject to the following considerations to mitigate the cost kipact. For SGS conmoa 

facilities the lease expires in 3021. However: for SGS tlllIt 1 md the Coal HmdIing 

Facilities (“CHE”’) the leases expire in 2015. In the current case, to help mitigate cost 

impacts, TEP has proposed a ten-year aiiortkatioa period for the leasehold iaprovements, 

wbfiich would extend beyond the current expiration dates afthe leases for SGS unit I. and 

the CHIF. 
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is chaiging (e.g., if either TEP acquires the unit or enters into a new lease), TEP should 

also at that time include a discussion of whether the amortization period for SGS leasehold 

iniprovemenl costs should bi: revised for accountkg aidior ratemaking puqoses. 

A. 

A. 
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stake, mother possibility is that exte ed litigation over the acquisition mount could 

ensue. 

As described above, because the primary SGS Unit I leases mn through Scmuasy 2015 md 

the ou~corne afkr that date is subject to significant uncertainties. Staff has concluded that 

~ o ~ i t ~ n ~ t ~ o ~  of thc use of the $25.67 per IclV per month Springemille Unit 1 levelized cap 

ratemaking treatment is reasonable through that date. However, if TEP's base rates 

esBblished in the c w m t  case are going $0 comiimc la be in effect bepad Jmuary 2015, 

Staff reconmends that TEP report to the Commission no later than July 31, 2014, 

conceroing the status ofthe Springemille Unit 1 leases, aid &e status of TEP's acquisition 

of Unit 1. SbfY reconmiends that, in that report., TEP present a proposal for accounting 

protecrjon of ratzpayers: such as tracking as a regulatory if the Springerville Unit 

1 costs will be lower thm tbe approximately $117.055 million (total C0;npmy basis) 

mmmt currently reflecred in rates under the levelized :ease cost Ireatment. The timing of 

this report by TEP is intended to allow Stalf and other inkrested parties lo review TEP's 

proposal and bring this matter to the Commission's attention before the tzases expire in 

January 201 5. 

Staff dso rcconunends that TEP's situation viritl~ respect to Springenilk Unit I and 

C Q ~ ~ ~ ~  f a ~ i l ~ ~ i ~ s  be reviewed again in thc context of TEf's next rate case. 

A. As sfiomz on At t achmt  e 6-13? during the test year, TEP recorded some 

expenses in account 930, which TEP's response to STF 26.101 indicates are for expenses 
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paid to Day Nite Des ip  for brandkg marketing and general corporate advertising 

expenses, for which TEr-’ is requesting reccmry in rates. This Staff adjustment removes 

$14,756 of such zxpenses on a toed Company basis and $1 3,052 on an &4CC jurisdictional 

basis because suclz expenses are discretione?, but unnecessary for the provisioa of safe 

md. reliable electric uxility service. 

e-$4 

A. As described in a previous section of my tcstkisonp,’8 Staff has made a c ~ ~ e s ~ ~ ~ d ~ ~ ~  

adjustment. to Lime Expensc that relates lo die s u l k  credits accounting issue. TEP 

proposes to reflect s u l k  credits as a reduction to lime expense in accomt 502. TEP 

reduced Lime Expease, on a pro forma adjusted basis, by $5,599,539 as s1mm on 

Schedule C-14 and on Schedule G-5, page 2. S t a g  has refkcTed s~rlfup credits as a 

contractua1 reduction to the cost of cod  expense iU aeccmt 502 (whkh is a PPFAC- 

iflcludable account), in accordance wirh the USCIA and standad accomb.g for elmric 

utilities \\7i& coal-$ked generation, .bitso, see the direct testimony of Staff witness Emily 

h‘fedie coizcerning the sulfur credits that reduce TEP’s cost of cod \&ea the delivered 

cod has a higher sulfur content than ‘the base Ie~7eIs specified in the cont;acr. S t a r s  

adjustment to reflect. thaT suffix credits are a reduction fo the cost of coal that is recorded 

in account 501, mhcr ttlm a reductlon to Lime Expznse (wsicfi TEP records iL1 account 

SO?), is shown on . ~ ~ c ~ ~ ~ ~ ~ ~  RCS-2, Schedule C-14, and increases the j u ~ s ~ ~ ~ o ~ ~  

adjusted cost of Lime Expense irl accou_nt 502 by $5.076 million. 
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N ES 

A, The development of new depreciation mtes is addressed in the testimony of TEP whess, 

Dr. U‘hite, who ~ ~ O ~ S O K S  the Company’s 2012 Depreciation Rate Study. The tables 

presented at pages 10-11 of Dr. White’s testimony surumarizes &e overall changes, s 

f43llows: 

*Is shct~n in the above table, the new depreciation rates proposed by TEP -&ness WGte 

decrease depreciation expense on Distribution, Steam P r o d ~ ~ ~ ~ o ~  and Ofher ~ r @ ~ ~ ~ t i o n  

by approximately Sf0.893 million, The change in mualized accruals ~ ~ ~ c ~ ~ ~ e ~  a 

reduction of $7.861 million attributable to ~ # ~ i ~ ~ ~ i o n  of a $246.684 million ~ e p ~ ~ ~ i a ~ ~ ~ ~  

reserve inzbdmce. 

statistics recommended in the 2012. study. 
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Asset Retirement Cibfigatiuns” which has resulted in revisions for fmzancial reporting 

purposes, among other things, of the presentation of cost of removal inEomation. I 

discussed SFAS No. 133 in detail In my testimony in TEP‘s last rate case. 

A. 

Q* 

A. 

A. 

A. 

id TEP file a new 

Yes. Exhibit RET$’-1 attached to Dr. White’s testimony is the 2012 Depreciation Rate 

Study for TEP. 

iscuss the ~ ~ ~ ~ ~ n y ’ ~  proposed de tes and haw t 

The new ~ ~ p ~ ~ c i a ~ i o ~  rates proposed by TEP are sunmarized in Company 

TWte’s testimony and are shown in detail in his Exhibit REW-I. The Compmy’s 

pruposed ratzs u-ere developed using a depreciation system composed of the straight-line 

r n e b d ,  vintage group procedwe and r e r n a ~ n g  life technique. 
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A 4 .  

A. 

Q. 
A. 

A. 

The Commission‘s mles at R14-2-IOZ(A)(5) defme ’net salvage“ as “the salvage value of 

property fess the cost of removal.“ 

at is “salvage value’’? 

Tlie Comnission‘s rules at Rf 4-2- lm(A)(5) define ‘‘’salvage vafue” as: 

[Tfhe m o u n t  received for assets retired, less any expcnses incwxd 
in selling or prepa-ing the assets for sale; or if retained, the momt 
at which the inaterial recoverable is chargeable to materids and 
supplies. or other appropriate accounts. 

What is the “cost of removal”? 

The Commission’s rules at R14-2-102(Aj(5) define the ““cost of rernovd*’ as ”&e cost of 

demoiishing, Gisrnmhg, removing, tearing dowi, or abmdonirig or“ physical assets, 

inchding the cost of transportation and handling incidental thereto.’^ 

Depreciation exyeme is a charge to operating expence to reflect the recovery of 

depreciable utili@- plant. Depreciztion rates are applied to a utility’s depreciable utili? 

plant to determine the amount of ~ e ~ r e c ~ a t ~ ~ ~  expense. Public utility ~ ~ p r e c j a t ~ ~ ~  expense 

ch results in an equal share oEtbe cost of 

assets being assigaed or allocated to e ense each yeas crier the service lile of tbe assets. 

A senice life is fbe period of time $Using which depreciable plant a d  equipment is in 

service. 

ly straight-line over rhe service fife 

_. 

19 
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A. 

A. 

A. 

,4. 

Public utilities record their plant investment activiw in tIie individual plant accomts set- 

€or!! in the Federal Energy Regulatory Conmission’s (“‘FERC”) Uniform System of 

Accomts (“USOA*’). Plant additions, TeTirements and bafmces are m&ntaked by plant 

account. An m u a l  addition is the original cost of plant added to ‘the acsoullt dmhg the 

ye=. A retirement is recorded in the plmt account by removing &e original cost of a prior 

Bddition when such plant is removed from service. ‘fhe plant balance is what is lek at the 

end of an accounting period after accounting for additions and retirements. 

h n u d  depreciation expense, called m a c c d ,  is caKculated by applying it depreciation 

rate to piant ixdances. 

Is the d ~ p r e ~ ~ ~ ~ ~ a ~  a c ~ ~ ~ a ~  a cash expense’? 

No, Depreciation is considered a nnn-cash. expnse. 

Please explain the ~ i s t i ~ ~ ~ ~ ~ n  

Depreciation expense is considered a nan-cash accruzf. %s contrasts m7;Vith payroll 

expeme, for example, which involves the current outlay of cab. ~ ~ ~ ~ e ~ i a t i ~ ~  expense 

does not involve a specific payment duriag the test-year. Both depreciation and payroll 

are included as expenses in the income statement and revenue requkexnent, but no cash 

flau7s out of the c01ylpa3n37 far depreciation expenst. Instead of reducing ._he cash account, 

depreciation expense is rccorded on the income statement as an expense md is 

s i ~ ~ ~ ~ ~ ~ ~ u s ~ ~  recordsd an &e 

which is shown as 

the diEeTence: 

oEset to plant in service. The foltowhg a c ~ Q ~ t i n g  eiiuies illustrate 
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What is the AccurnuIated Depreciation account? 

Accumulated Depreciation, Account 108 in the USOA, is a record of the previously 

recorded depreciation expense. At any point in time, the accumulated depreciation 

account represents the net accumulated amount of the srigiind c a t  of assets and net 

salvage hat has been recovered to date. From a reaplatory perspective, Accumlated 

Depreciation can be considcred a measure OS the deprecialion recovered from rdepayers. 

ComEission Rule R 14-2- 1 02 defines "acctmulated depreciation" as "the sum of the 

annual provision for depreciation €rom the time that &e asset is first devoted to public 

service." 

ense impact a xi 

. b u d  depreciatian expense is a cost that is 

ecause public utilities tcnd to be capid intensive, d e p r ~ c ~ a t i ~ ~ ~  expense 
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balances. Additional 1y7 many state regulatory comiissiolzs, including the ACC, hme 

aliowed utilities to recover through the c o ~ ~ s ~ i u ~ - ~ u ~ ~ o ~ ~ e d  depreciation mtes, the 

utility's estimated fixture cost of r emod ,  tvhicli i s  part of the net salvage component of 

the depreciation rates. 

A. 

A, 

H e m e  ~ ~ ~ ~ s ~ ~ t ~  haw ~ ~ ~ r ~ ~ ~ ~ ~ ~ o ~  rates are d ~ ~ ? ~ ~ o p ~ d .  

The following calculation shows a straight-linz whole-life depreciation rate assuming a 

10-year axwage service life and a $1 million plant inves%ent, and the whole life method. 

Each year the IO percent depreciation rate would be applied to plant in service to prodrm 

an amid depreciation expense and an enm to imxmulztted depreciarinn: 
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A .  

Q- 
A. 

at is negative net salvage? 

Xegative net salvage is the difference bebveen any salvage vdue and the cost ofremo~af 

of the asset after completion of i t s  service lik. If the cost of rmovaf exceeds the salvage 

amount: this produces negative net salvage. In this testimon? 1~411 itse the tern= nega7i.i.e 

net salvage and net cost of removal interchangeab'ly. Thz ratemaking treatment of 

negative net salvage was raised by a Staff sriitness (Mi. Majoros) as a major issue affceting 

utility depreciation rates itl a previous NY-3 rate case, Docket No. E-01345A-03-0437. 

Xegative net salvage can have a significant impact on a utility's deprecialion rates and 

revenue reqiiirement. 

What happens if estimated future negative net sakage is indudebr in the ~ ~ ~ ~ ~ ~ a ~ ~ ~ ~ ?  

,.?Lssmie a negative 55 percent (-55%) net salvage ratio. Tfie above wholelife example 

with a 55 percent sa.he for ncgative net salvage is as follows: 

StraigRt-Line Whole-Life Depreciation Rate 
Assuming $1 Million Investment, a IO-Year Life 
And Negative N e t  Satvage of 55% 

End-of-Ysar 
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A. 

A. 

Q* 
A. 

Please explain the 'TAS 143 

Because the Company has no current legal obligation to pay the estimated fiiiure inflated 

cost of reniovd (negative net salvage) mounts  (Le.? l~as no asset rstirernent obrigation), 

&e excess amounts recovered tkrorrgh depreciation rates are azcurnufated in a regularory 

liability account for finaxial reporting purposes, pursuant to Statement of Financial 

Accounting Standads KO. 143 ("SFAS 143"). I wilf explkn certain provisioils in SFAS 

143 fiat require such treatment in more detail later in my ~estimony. 

e above example. 

It increases tlie depreciation rate because negative salvage is: h eEect, added to the 

original cost I?€ the plant. Instead of: 100 percent (.ixrEtich represents the original cosx of 

assets), the n ~ e r a ~ o ~  becomes 155 percent. This is equivalent to capitalizing or adding 

the estimated cost of removal to the o r i g k d  cost of the asset. In the above example, 

instead of recoyering the original plant cost of $1 million, the depreciztlnn rates .ivould 

recover S 1.55 million. 

hat 

The plmt balance will be 100 pacent bct &e sum of h e  accuuslulated depreciatioa balance 

and the replatmy Iiability account uilX be 155 percent. Consequently, udlike the "zero 

net salvage scenario" shown above, whea negative net' sdvage is included Fz7 a 

~ e p r c ~ j a ~ ~ ~ ~  mte, &me will not he an equaliv of plant md reserve at the end of an asset's 

life because the ~ o ~ p ~ y  will have charged more depreciation m it paid for tbe ori 

cost of Ihe  asset. Under tbese c ~ ~ ~ ~ s t ~ ~ ~ s ,  equality will only be acb2eved if the 

Compsmy a e b l l y  spends a d d i ~ ~ ~ ~ l  money at the end of the asset's life. 
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Q. 

A. 

Q- 

A. 

a. 
A. 

d at the end of plant iuseful Me? 

Mere &here is no legal requirement to iacw cost of removal, TEP bas nu current legal 

liability to spend money for estimated future cost of reinoval. The Commission d e s  at 

~ l 4 - ~ - 1 ~ ~ ~ ~ ~ ~ ~ j  require: "T3e cost of depreciable plant adjusted for net salvage shall he 

distributed in a rational and systematic mmm oser Qe estimated service life of the 

plant." As discussed above, the Commission's rules define "net salvage" to include the 

cost of removal. Consequently, I conclude that the Comission's rules require cost of 

remos7al tu be included in the utility's deprecia~on rares, 

If the Company does incur an obligation at the end of azp asset's service life that 

requires spending rnoIliey for removal, can the Company take tbe money out of 

accumulated depreciation? 

No. Even though the Company 

collecred money from ratepayers for future removal cost that had been included in past 

depreciation rates, it will haw already spznt that money on whaxever it chose in the past: 

salaries, dividends, etc. 

Accumulated Depreciation is an unfunded account. 

Please esplztin the concept of r e ~ ~ i ~ ~ ~ ~  

?"he remaking life technique is similar M the ~ h ~ ~ e - l i f e  tecimique, but it i ~ c o ~ ~ r a ~ ~ s  

accmulakd depreciation into the numerator of' ths equztion, md the ~e~~~~~~~~ 

hecomes the rem . -  g life rather that the whole life of the asset. 
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Straight-Line Remaining-Life ~ ~ ~ r e c ~ a ~ ~ ~ n  Rate 
Assuming $7 Mifiian f n v e s ~ m e ~ ~  and a 90-Year Life 

ears1 = 10% Per Year 

Under the example with the assuaed 55 percent negative net sd.\-age, and a 7-yeas 

remaining life, the results would be a 15.5 percent d ~ p r ~ c i ~ ~ i o ~  rate, as shown below: 
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Annual FAS143 f 
Negative Nef Rezulatory f 

Per Year 

Q- 

A. 

Q* 
A. 

and the remaining fife depreciation rate in the negative net salvage example both be 

15.5 percent? 

In these cxmy!cs, the remaining lik depreciation sale and the whck-life depreciation 

rates are the same (15.5 percent) becaus:: I have assumed thar the. accumulated 

depreciation account is in balance. In other words. based on a c ~ n t ~ n ~ ~ ~ ~ ~ n  oE the 

fundamental parameters, ic., the 1O-year service life md the negative 55 percent net 

salvage ratio, exactly &e right arnount of depreciation been chasged and cotlected iiz 

&e past. 

If either the sen-ice &€e or net salvage parmeter changes cluing the life of the plait, &e 

accumuSated d ~ ~ ~ e c ~ ~ t i ~ ~  accomt will be out of balance, and the rem 

be either higher or lower than rlhe ~ - ~ l ~ ~ e - ~ ~ f e  rate depending on the direction of the 

irnbalm~e. That is became the ~ o r n p a ~ ~  viilt have collected either too much ~ ~ ~ r ~ ~ ~ a ~ ~ f f n  

or not enough depreciation in &e past, given die cwex~% estimates of lives or fatme net 

salvage. The dif€erence between the acmal ~o~~ recovered, as inch 
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deprcciation resenre, aud a theoretjcd estimate o f  what shodd be in the hook resenre, is 

called a ”~eseme irnbdance.“ The remaining life technique is often used to ded With such 

reserve imbalances. 

Q. 

A. 

A. 

Sime the last revision to the ~ ~ ~ ~ ~ ~ ~ ~ 0 ~ ’ s  ruks ~e~~~~~~~ the treatment of 

Yes.  As noted above, it appears that the C01~ssion’s  mles concerning the heatmerit of 

depreciation were fast sevised and becmie effective April 9, 1992. Since that date, 

generally accepted accounting principles i‘:GZzAP’’), specificalIy SFAS 143, JligJdight rhe 

amounts associated with estimated kture cost of removal for which no cment legal 

obligation exists and require that they be reported as Regulatory Lizbilities for fmancial 

repoz-hig purposes. A regulatory liability c m  be viewed 2s az? amount owed to ratepayers. 

What is SFAS f43? 

The Fhmicial Accouixiiig Standards Board (“FASIB”) is a standards-setting body for the 

public accounting profession. In June 2001, the FASB p r o ~ ~ ~ ~ ~ ~ ~ d  Statement of 

Finmciat fin a ti^^ Staiidarcls No. 143 (““AS 143”). l l i s  p ~ o ~ ~ ~ ~ ~ ~ e ~ ~  addresses the 

appropriate accounting for long-lived assets. It is effective for dl fiscal years beginning 

after June 15, 2002, However, earlier appfkation was encouraged. Pursuant to SFA4S 

143, all companies, both unregulated (e.g., Wafmart) and regdated (e.g.? TEP) must 

rwiew all of fheir long-lived assets to determine whether or not d x y  have actual legal 

~ b ~ ~ ~ ~ t ~ ~ ~ s  to remove retked assets. For some plant and equippmzat, c ~ r n ~ ~ e s  haw a 

legal. abfigation to remove the asset at the end of the service life. These legd obligations 

for €atwe ~-emaval are called asset r ~ ~ ~ ~ e ~ ~  o b ~ j ~ ~ ~ ~ o n ~  (“aRcis’*). For other zssefs: no 

suexl ~~~~~~~i~~ exisis. 
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If a company does ha-e a33 ARO, the fair  due of the iirhrre retirement cost, which is 

detem&ed wing net present value techniques, is considered to be part. of the original cost 

of the asset. That ARO is therefore capitalized (includzd in the origiiid cost) and 

depreciated over the life of the asset. In essence, if a Company incurs a legal Iiahility to 

spend money to remove m asset at die end of 2s life, that tiability is part of .the cost of the 

asset. 

Xn contrast, if a company does @ have such legal obligations, the future cost of renioval 

will be capitalized as part of the 2sset cost and will pot be included in d ~ ~ r ~ c ~ a t ~ o n  

expense. Only the i&ial cost o f  the asset (\.;hi& does not include estimated inflated 

hme cost o f  removal for which no current liability exists) will he depreciated. 

&4t the end of the asset’s life, for assets without AROs: the accumulated depreciation 

account will cqual the plant balance. Zn other words. rmder SFAS 143, there is symmstq 

betxeen assets vvith and without AROs. In both cases, the accumulated depreciation will 

equal the original cost oftlie asset at, the end of its life. 

A s  sated above, N iOs  are capiralized as a cost of the related asset and s ~ u I t a ~ s o ~ i s 1 ~  

recarded as a liability for those conipmies wit*\ a Iegal obligation to remove a retired 

asset. To illustrate, ass3uning m ARO of $500, the 500 would be debited @e-, added) to 

plant aud  sly cre ted &e,, added) to the r e ~ l ~ t o ~  liability accouit. Each 

year, as the ~ i a ~ ~ ~ ~ ~  increases due to ~ a t ~ ~ n ~  the increae is charged to accretion expense 

and credited to the ~ i a ~ ~ l ~ ~ ,  but the asset value remains the same. In other words? just as 

e original GO& ofthe asset does mot increase, neither does the capitalized asset r e ~ ~ ~ e n t  

cost. 
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4. 

A. 

SFAS 143? 

If a company does not have such obligations, the estimated fitme idkited cost o€ rzmovd 

is not considered as a cost of &e asset, and therefore it wi13 not be included in the 

company’s dcpr&ation expcnse on its general purpose fmmcial. siaiernents. SFAS 11.3, 

therehre, unbundles net sdvage Er0r-n depreciation rates. It does this in two ways: (1) by 

incorporating the net present, value of an ARCl in &e cost of the assctr, or (2) by excluding 

non-AROs fiom the depreciatiorz rats calcritations. 

Under GAAP, electric utilities are required to review all oftheir sssets to deternirte if they 

hm7e any ,I-.1IKos. If a utility has m y  AROs, they are capidized. migraph I373 of SFAS 

143 provides an exception for regulated utilities, which allows them to contkue to 

incorporate net salvage factors (Linea-legal AROs”) in depreciation rates even if they do 

not haw  OS. Utilities are also required to determine the mmmt of any prior cost of 

removal col~ecti~ns relating to non-rlRf)s that is now included in heir accumufated 

d e p r ~ ~ ~ a t ~ o n  accounts, and reclassifj- these and my such future charges as a regulatory 

liability in their financial st2ternents. fn other words, evcn with the paragraph E373 

exception, SFAS 143 provjdes tmasparency thmugb reporhg disclosure requirements. 

he separately i d ~ ~ t i ~ ~ ~ .  FE C Order 631 defines cost of removal allowances for which 
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there is no legal asset retirement ubligatiotl, as "nnon-legal retirement obligations." Past 

and hfme "non-legal SI' must be specifically identified and accounted for sepamtel y 

in the depreciation studies, depreciation expense and th= accumulated depreciation 

account. In Order 631, FERC maintains the transparency resulting from .the "separation 

principle" for non-legal i?iROs that was established in paragraph 

Paragraph 3 8 of Order 63 f explains FERC's new reqrrirernents for non-legaf,4RQs: 

Instead, we will require jurisdictionaf entities to maintain separate 
subsidiary records for cost of remm7aI for non-Iegal retirement 
obligations that are included zcs specific identifiable allowances 
rccorded in accuniukated depreciatioii in order to sepmtely ideati% 
such kformation to facilitate external reporting and for reguhtory 
mal~sis. and rate setting purposes. Therefore, the Comgssion is 
amending the instructions of accowm 108 aod 1 10 in Parrs 101, 
201 and account 3 1, -4ccrued depreciation - Carrier property, in Part 
3 52 to require jurisdictional entities to maintain separtrate subsidiary 
records for tlie pm-pose of identif?-hg the mioum of specific 
allowances collected in rates for non-legal retirement obligations 
included in the depreciation accruals. 

A. 

Does FERC provide any additional lnsi t as to the intcrpreta 

Yes, at paragmph 39 of fithut. order, FERC states: 

~ ~ i ~ ~ ~ t i o ~ ~  mtities must idmi?@ and quaiiii& in separate 
s ~ b s ~ d i a ~  records the asnowits, if my, of previous and curreat 

removal costs for ather thban legal retirement 
corded as part of the depreciaxion accrual in accounts 
for public utilities md licensees, aceout 108 for 

mpanies. md ~~~~~t 3 1 for oil pipelhe ~ ~ n ~ p ~ ~ e ~ .  If 
entities do not haw the requimd records tcr separatel>- 

identi$ such prior accIzliils for specific identifiable allowances 
~ o ~ ~ ~ ~ t ~ ~  in rates €or non-kgd asset retirement o ~ l ~ ~ a ~ ~ o ~ ~  recorded 
in a c c ~ ~ l ~ e ~  d ~ p r e c ~ ~ ~ ~ o ~ ,  rhe Conmission will require thaE the 
j ~ ~ d ~ c t i o n a ~  emities separately identifji and quantify pro 
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&e amount of current accnxals for specific aftowances coZlected in 
rates for non-leg& retirement. obligations. 

A. 

A. 

~ i ~ ~ ~ ~ ~ ~ i ~ ~  of prior and future ~ ~ ~ ~ ~ c t i ~ ~ ~  c o ~ ~ a i ~ ~ ~  in these separate ~ ~ o ~ - ~ ~ ~ s ?  

No. As indicated at paragraph 64 of the Order, FERC declined to make such Gaits on a 

policy basis. Rather, FERC will resoIve the appropriate fxeakment of the d ~ ~ ? o s ~ ~ ~ n ~  of 

prior and Sitture collections on a case-by-case basis. 

ing neK ar m ~ r e  with respect to its re 

No. At paragraph 65 of tile Order, FERG states that: 

. . . this di; requires noibing new and nothing more with respect to 
the requirement for a detailed study. Complex depreciation and 
ncgatite salvage studies are routkely 61ed or othemise made 
available for review in rate proceedings. \%%en utilities perform 
depreciation studies, a certain amount of detail is expected. It is 
incumbeat upon the utility to provide suficient detail to support 
dcprrciation raes, cost of remo\'al, and salvage estimates ki rates. 

W%en an electric ut;lity files for a change in its jurisdictioaal rates, 
the Commission requires detailed studies in support of changes in 
m u d  dcpr'recciation raes if they are dfferent from those ~ ~ p o ~ ~ ~  
the utility's prior approved - i ~ ~ s ~ c t i o ~ a ~  rate. 
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A. 

Q. 

A. 

Yes. The Company has implemented SFAS 143. f have previously described how TEP 

impleniemed SFAS 143 with rsspct to cost of removal That had Seen recorded in 

Accumulated Depreciation by TEP with respect to its generation assets. For TEP’s 

&msmission, distribution md general plait assets, consistent with adopting tbis 

accounting principle for financial reporting purposes: TEP reclassified prior y e u  removal 

costs of approximately $80 million previously included in accurnulated depreciation to the 

IiabiPry for asset retirements and reniuvals in its Balance Shects. 

How does TEP report on its financial statements the component of depreciatfo 

for net cost of removal that is not associated with a legal obligation that re 

application of the accounting requirement for asset retirement sbBgations? 

TEP reports that component of accun;ulaTcd cos? o€ removal as ;1 regdatory liabilixy 0x1 its 

GAAP-basis financial statements. As described on page K-67 of ‘TEP’s 201 I SEC Fonn 

10-K (Exhibit KGK-1 to Ms. Essinger’s direct testinioq-): 

TEP has various trwillissicm and diszribmion lines that opcrate 
under lezses and rights of way that conttitin end dates aid restorative 
clauses. TEP operates its transmission and ~ ~ s ~ b u ~ ~ ~ ~ i  lines as if 
they vviill be operafed jn perpe~ty and ~70uld centinue to he used or 
sold .~vithout land rcme&atio~i. AS such k r e  are no legal 
obligatioils that require application of the accounting requirement 
fur asset re-ti.rcment obligations. n7evezdirless, included in the 
revenue requirement underlying the Company‘s electric service 

s is a c @ ~ ~ p o ~ i ~ t  of depreciation expense infe 
to accme the future costs of retiring assets for 

kgal obligations exists. The a c c ~ i i u l a t ~ ~  bdmce of such accrmls, 
less acmd removal costs incurred, net of salvage proceeds realized, 
is repoded as a regulatory liability. 

en initially ~ d ~ p ~ i ~ ~  SFAS 143, companies such as TEP, reclassified for finmeid 

statement reporzing purposes their a c ~ ~ ~ a t e d  cost of rernos.aJ for which There is no 
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current legal. obligation for renmmJ, finm Accumulated Depreciatkm and reported th is  as 

a Re,datory Liabilixy. 

Q. 

A. 

A. 

as a ~ e ~ ~ ~ a ~ ~ ~ -  ~ ~ a ~ ~ ~ j ~  far Frnancial 

~~~~~~~~ purposes the result of 

Essentially, yes. Similar to most utilities, TEP’s past depreciation rates have included 

negative net salvage. ‘1-his has resulted in TEP pre-collecting from ratepayers estimated 

fume costs of removal for: non-legal AROs,  which under SFAS 143, haw been 

reclassified for financial reporting purposes as a regulatory fiabilify. 

Plant and equipment me retired from service at the end of their useful lives. Sometimes 

the retired pl&t and equipment may be physicdfy removed and can be resold for value. 

This is called gross salvage. The cost of removal net of the value received for the salvage 

constitutes net salvage. In more technical t a m s ,  gross sal~age is the mount recorde 

the property rztired due to the sale, reimbursement, or reuse a f t t x  property. Cost of 

removal is die cost incurred in connection with the retirement &om sewice md the 

dispositim of depreciable plant. As discussed above, net salvage is the differenee 

between gross salvage md cost of removal. 
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a. 

Q. 

,4. 

A. 

Yes. As noted above, TEP’s proposed depreciation rates include e ~ t ~ a t e ~  f~ture removal 

costs, including estimated fixme inflation. TEP has done this by including negative net 

salvage ratios in the development of depreciation rates for many, btrt not dl, of its 

depreciable plant assets. TEP has also incorporated the results of ~ i s n ~ ~ t l ~ ~ ~ n t  studies 

for production 

Please comment on the incorporation of the results of ptant specific ~ i ~ ~ a ~ t ~ e ~ ~ ~ t  

studies. 

TEP has included disxnantlemcnt costs for fossil generation in thc development of its 

proposed depreciation rates. TEP has based its costs on dismant1eilien-t studies for each 

plant for which such costs are being requested. ‘The decommissioning stvldies supporting 

&e dismantlement cost estimates are discussed in TEP witness Mmsfield’s testimony at 

pages 6-7. Having plant specific dismantlement studies may produce better cost estimates 

than attempting to use a percentage negative net saltqy’cost of removal. The rcsults of 

the dismantlement studies are reff ected in Dr. ‘vtihite’s depreciation study and appear to 

have been reasonably incorporated into &e new ~ e p r e ~ ~ a t i ~ ~ ~  rates proposed by TEP. 

Ascrage net salvage rates for En account or pXant h c t i o n  stre 

derived &om a dire& dollar w ~ ~ ~ ~ t ~ ~ g  of a> historical retirements 
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with the historical (or realized) net salvage rates and b) i%xre 
retirements (i.e.% surviving plant) wiQ the estimated Euku.e net 
salvage rate. Average oet sdvage ram svill change, therefore, as 
additioiial years of retirement atid net sahage ac5vity become 
available and as rhe weighting of kmre net salvage estimates 
clmtlges from the ListaZfation of subsequent plant additions. 
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v. 
A. 

considered It is uncfear whether TEP's remahing life estirnaxes for its coai-fired 

generation fleet art overly optimistic in view of enviromental controls that may be 

imposed, which could render some of the units uneconomic. ,'is the requiremmts for 

environmental controls have become more stringent, it has not been u n c o ~ ~ ~ ~ ~  in the 

electx-ic generation industry to see utility ~ ~ ~ o i ~ ~ ~ ~ ~ ~ ~ e ~ i t s  of plant retirements. Currently: 

as stlmarized in the above table, TEP has not reflected imminent retiremenls for its older 

coal-fired generating units in its depreciation study. TEP's generating plans arc suhject to 

review in the hiegrated Resource Planning process. Sliould TEP redize that arry of its 

coal-fired generating un i t s  are being rendered uneconomic due to ~ ~ ~ r ~ r o ~ ~ ~ ~ t ~ l  costs or 

other factors, TEP should inform the Commission promptly of this and provide its 

analysis. The remaining useful lives used by TEEP for such generation should also 

continue to be resiewed in each TEP rate case. 

Should the depreciation rates proposed by TEP be adopted €or age im this case? 

Yes.  The depreciation rares proposed by TEP presented in Dr. WMe's Attaclment 

1 should be adopted for use in this case. Those depreciation rates proposed by TEP were 

deseloped in a manner that is generally consister~t with the ~ a i ~ ~ ~ s ~ f f ~ ~ ~  nhes for 

depreciation rates. My review of the deiaiits proTided hi Dr. S?hitte's ~4~ackmat REW-1 

and ather i ~ o ~ a ~ i o n  indicates fiat those new rates proposed by TEP are consistent with 

industry accepted depreciation practices. The net change in percentage t e r n s  ritsultiing 

from TEP's proposed new d e p r e c ~ a ~ ~ ~ ~  rates is a decreaqe of 0.32 percmt (&on a current 

composite of 3.32 

rates €or Stem Productioa Plant shshovc7 a decrease of a F p r ~ ~ ~ ~ ~ ~ 1 ~ -  512.2 million, or 0.74 

percent V ~ ~ S U S  eusrent rates. TEP's ropnsed d e p r ~ c i ~ t ~ ~ ~  rates for Gencrai Plant show an 

increase of ~ p p ~ o ~ ~ i i a ~ ~ l ~  $1.778 millioa, or 0.61 percent. Far all categories of plmt 

~~~~~n~ under the new proposed rates). TEP's 
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studied (production, Jisrxibution, generd plant End net salvage), TEP shows a net decrease 

of approximately $10.893 million. 

Are there certain other issues ~ ~ i c ~  did not result ini Staff making a 

TEP's ~~~~~~~~ rate base or net operating income that you wish to discuss? 

Yes. 

Post-Tesf Year Plant 

ROW is ~~~~~~~0~ of ~ ~ s ~ - ~ ~ ~ ~  year @ant in rate base an issue in thc erarrelaf T 

ease? 

As described below in more detail, TEP has proposed to hclude ~ ~ ~ r ~ ~ ~ n ~ t ~ ~ ~  S40 

milZion in rate base for solar and other post-test year plait additions. Some of this amount 

relates to projects .that would be placed into service, at various paints in time before new 

base rates resultkg from &is proczecling are anticipated to bccome effective. 

Yes, iz is. Staff's understanding is, in specific instances, the Commission has allowed a 

utility to iaclude CUTE?p, or dtematively post-test year plant additions, in ratc basc, but the 

Commission's generd practice has been to not allow ClWP to be i ~ c ~ ~ d ~ ~  ia rate base. 

That skd, &fie. inclusion of CWP in rate base is a31 exceptional ratemaking tre 



1 
n 
L 

n 
4 

4 

5 

e 
7 

8 

9 

IC 

f l  

12 

13 

14 

1 5  

16 

17 

18 

19 

20 

2 

22 

33 

24 

25 

Direct: Testimony of Ralph C. S m i ~  

Page 88 
Docket KO. E-OlW38-13-O29 1 

A. 

22. 

A. 

as the title desigaates, is not plant that is complekd and providing service to 

razepayers during the test yeas. Dwing the test year, it is not used or usem in providing 

electric service to a utility's customers. The ratemaking process is prcdicakd on an 

examination of the operadons of a utility to insure that the assets upon which ratepayers 

are reqifed to provide the utility with a rare of xetm are prude~tly incaned and are both 

used and usefuf in providing services on a current basis. Facilitks in .rbe process of being 

built are not used or usehl. The ratemal;in.g process therefore excludes CWP from rate 

base until such projects we completed and providing service to ratepayers in the context of 

a test year that is being used for determining &e utility's revenue reqiiirement. fn the 

cur ra t  TEP rate case, the test year is &e twelve months ending December 3 1, 201 1, md 

the construction projects the Compmy seeks to include in rate base wcre not providing 

service ditring that period. ??le Company claims tbat the construction projects it is 

requesting for inclusion in rate bass will be in service by December 31, 2012, be€ore the 

time rates in this proceeding take efTect. 

at post-test year plant a itions is TEP re 

In its filing, TEP has requested post-test year PI 

placed into sen7icz by December 3 1,2012, 

post test year plant in rat.e base jn this proceeding. 
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A. 

A. 

A. 

a t  policy guidance are pora fo'olllow e amorant of post-test year 

St2E has detedned in the current TEP base rate case that post-test-year plant additions 

that citn be verified as having been piaced into sen7ice by December 3 I ,  2012 should be 

included i.11 rate base as post-test-year plant. 

w e  adjustments a w  you made to TEP's proposed 

tcst year plant ~ ~ ~ j t ~ o n s  base 

TEP's proposed post test year plant additkns are for items that TEP had recorded iil 

CUQ as of Decembcr 3 1,201 1, tbe end o-ftfie test year: for wl~%& TEP projects will be in 

semke by December 31, 2012. The sample of projects rzviewed by Staff erz,&ecrs and 

engineering cousult.mts confimied that such plant is being placed into service by -hat datc. 

Consequently, S t d f  has accepted TEP' s adjustmerit for post &st year plant, The aniomts 

of post-tes-year p h t  that TEP has requested that are in service or projected to be in 

service by December 3 1,2012 haye therefore been included in rate base as plant in service 

by St&. 
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needs to include the NOL c ~ f o ~ ~ r ~ - r ~ l a t ~ d  ADIT in rate base for not reduce rate base 

€or That portion of the depreciaiion refated ADIT) until it actually is applied orz m iiicome 

tax r e m i  to reduce =xes. TEP points out th& in two other small utility rate cases it 

appears the Commission reflected the frrlf. ADIT rate base deduction for accelerated tax 

depreciation without regard to whether the utility‘s *a depreciation Iwd crcated an NOL 

carryforward. I’EP claims that the treatment utifized in those M a  small atihy rate cases 

could result in a normalization violation. 

Q. 
A. 

A. 

ave you seen similar s ~ ~ ~ a t ~ o ~ s  arise in other recent rate cases? 

Yes.  Xt has not been uiusud for utilities to have SOLS in recent years. In many ilistances, 

some portion or a11 of the NOLs can be attributed to the tax depreciation claimed. Extra 

large deductions have been a~aiPibIe for bonus tax depreciation in 203.0 and 201 1 and the 

opportmity for taking 50% bonus hx depreciztion on qudif)Sing plant investments 

contimes in 20 12. 

IT related to the utility ?+I 

reciation geoerailty 

Based on my experience, it has generally been addressed by ~~~~~~~ &e ADIT  ti^^ 

to k x  depreciation deductions that I ia~~e  actmUy been used to reduce &e utility‘s income 

taxes. In other words; rate base wzs not reduced by the impact of the NOL carryforward 

that resufted from t ~ x  depreciation. ~~~~~~~~~~ requirements appex to suppoft TEP’s 

proposed a-eatment a5 well as the treatment that I have seen for N 

impacts reidring from tax depreciation impacts on ADIT in other rate cases. 
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TEP proposes ZQ discontinue fireen VV'aMs. Its solar programs, Community Solar Program, 

would essentidly replaw it. As explained on page 48 of TEP witness Craig Jones Direct 

Testixiiony, CresnU'atts is a voXm+q contribution program tliat allowed customers to 

support the development of clean energy including solzr resources, TEP has been 

zpplying revemes &om GreenWaRs to the cost of building, operatkg md imintahing 

new solar power sewces. With the REST d e s  now in eEecq TEP believes that the 

Greenvv'atts program is redundant, requiriag separate administration and accounting. TEP 

believes that the cost burdeu to continue t h i s  program outLrreighs its effeciivencss to 

support solar development, in light of other programs. 'IEP witness Craig indicates at 

page 48 o f  his Direct Testimony &at TEF's Comnuni;gr Solar Prctgam is designed 

specifically €or customers who want to support solar develolpmezit in the ~ o ~ ~ ~ ~ i ~  

without: having to put a system on their persoi.,af residence. He states tha~  &e Community 

Solar Program not only rzccornplishes dI. of the goals of the @eenVJai%s progrun, but 

provides other benefits thaz- ~ ~ ~ e n ~ ~ a ~ ~  does not provide. 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

39 

2( 

27 

Direct Testimony of Ralph C. Smitfi 

Page 92 
D O C ~ C ~  KO. E-01933-A-12-0291 

customers and 2,176 residential ciisrorner~ p ~ ~ ~ c ~ ~ a t i ~ g  in ~ ~ e e ~ ~ ~ ~ s  for mon:filg 

GreenWa~s reyeme to TEP of $9.176. As of July 2022, .there were 39 cornmercial 

customers md 1,735 residential customers participating in ~ ~ ~ ~ ~ ~ ~ a ~ ~ ,  for monthly 

Greenwags revenue to ’TEP of approximately $7,093. 

atts if it is replace by one of TEP’s 

solar programs? 

No. 

If there is tb remaining balance of customcr-provided Grecm Watts fmds when the 

program. is discontinued by TEP, how should those funds be aceounted for and 

appfied? 

It appears fioin the discov-ery received, including TEP’s response to STF Z 1.03, that to 

daze TEP has over-collected Green Watts revenue from ratepayers and has a “re~~latosy 

liability“ for net ova-collections which appear to be continuing, If thcrc is any 

remaining balance of customer-provided GreenWabs funds  he^ the program is 

d i s ~ o ~ t i ~ ~ e d  by ?EP, those finds should be accounted for as a ~ e ~ u ~ ~ t ~ ~ ~ -  liabi€ity by TEP: 

and should be applied to the solar p rogra  tht  replaces 



A c ~ ~ ~ i i p l ~ ~ ~ ~ ~ t s  
Mr. Smith's professional crcdentials include being a Certified Financial PlannerTM professional. a 
Certified Rate of Ream 44nalysq a licensed Certified Pufdic Accountant and ~Eorney. He 
fimctions as project manager on consulting pro-jects involving utility reguu'iation, regulatory poIicy 
and ratexnaking mci utility mmagsment. His invofvement in pahlic utili$ regulation has inciuded 
project managemeiii and in-depth alalyses of m.urierous issues involving telephone, electric, gas, 
a i d  water and sewer utilities, 

h4r. Smith has performed VI ork in the field of utility regulation on behalf of industry. public sez~ice 
commission staffs, state attorney generals, municjpalitiies, and consumer groups concerning 
regulatory matters befsrc regulatory agencies in Alabama. Alaska, Arizona3 Arkansas, California, 
Conriecticut, Delaware, Florida, Georgia, Hawaii, Illinois, Lndimh Kansas, KcniQck?, Louisiana. 
Maine, Michigan, h!fhesoT% Mississippi. Missouri, New Jersey: Kew Mexico, New Uork, 
h'evada Korth Carolina, North Dakota, Ohio, Pennsyliiania, South Carolina, South Dakota, Texas, 
Utah, Vennont, Virginia, Washington, Washington DC, West J7irghia. Canada, Federal Energy 
Regulatory Commission and various state and federal coilits of law. We has presented expert 
testimony in rcgulzitory hearings on behalf of mil& cnmmissiou staffs and irttewenors 011 several 
occasions. 

Project manager U.1 Larkin 6c Associates' rcvirw, on behalf of the Georgia Commission Staff, of the 
budget and planning activities of Georgia Power Compmy: supervised f 3 professionals; 
coordinated over 200 inten.icws with Company budget center managers and executives: organized 
and edited voluniirious audit report: presented testimony before the Commission. Functional areas 
covered included fossil plant O&p\il. headquarters and disnict operations, inlemat audit. Legal. 
afEjiated trmsactions, and responsjbilip reporting. At1 of our findings and recommendations were 
accepted by the Commission. 

. 

Key team member in the finn's management audit of the Anchorage Water and Wastewater Ctiliry 
on behalf of the Alaska C o ~ ~ i s s ~ o ~  StaE. which assessed the effectiveiirss ofthe Utility's 
operations in seseral area?: responsible for in-depth investigatioxl and reporl writing in areas 
invol\7ing kformation sj stems, iimnce and accourtting, affiIiatzd r ~ ~ ~ ~ i o ~ ~ ~ i p s  and transactions. 
and use of outside contractors. Testified before the Alaska ~ ~ ~ ~ i s s ~ o ~  c o n c e ~ i n ~  ceflain areas of 
the audit report. PLurViru coiicwred with each of Mr. Smith's 30 plus r e ~ ~ ~ ~ ~ n d a t ~ o ~ s  for 
improvemerit. 

Co-consultant in the analysis of the issues surrounding gas ~ r ~ s ~ o r ~ j ~ ) ~  performed for the Iav 
fm of Cravath. Swaine & Moore k conjunction with the case of Reynolds Metals Go. vs. the 
Columbia Gas System, hc.; dr&ed in-depth report concernjag the regulatory zreaunent at  both 
state and federal levels of issues such as flexible pricing and mandafov gas transportalion. 

Lead consultant and expert witness in the analysis of the rate increzse request of the City of Austin 
- Electric Vtility on behalf of the residential consuincrc. Among the numerous ratemalihig issues 
addressed were the economies of the Utility's employment of outside services: provided both 
urittm aid oral testimony o ~ t ~ ~ ~ ~  r e c ~ ~ ~ ~ ~ e n ~ a ~ ~ ~ ~ s  aid their bases. Most of 33~. Smith's 

red by the C i y  ~ o ~ ~ ~ i ~  and L'tility UI a ~ ~ t ~ ~ e ~ ~ ~ ~ .  



Key team member performing an analysis of rhe rate stabilization pIm submitted by- &e Southern 
Re11 Telephone & Telegraph Cornpai3~ to the Florida PSG; perfumed comprehensive analysis of 
the Company's projcctions and budgets which were used as the basis for establishing rates. 

Lead consultant in analyzing Sou~wzsrern Bell Telephone separations in Missouri; sponsored the 
complex techuical analysis and calculations upon wfiich the f-m's testimony in tlxtt case was 
bated. He bas also assisted in analyzing changes in depreciation methodology for setting telephone 
rates. 

Lead consultmr in the review of gas cost recovery reconciliation appfjcations of ~ i c ~ ~ ~ ~  Gas 
Utilities Company, - ~ ~ c ~ i ~ a n  Consolidated Gas Compmy, and Gonsuniers Power Coiiipany. 
Drafted recommendations regarding the appropriate rate of interest to be applied to any over or 
under collections and the proper procedures and allocation methodology to be uscd to distribute 
any refmds to customer classes. 

Lead consultant it1 the review of Consumers Power Company's gas cost recovery refund plan. 
Addressed appropriate interest rate and c o ~ p o ~ d ~ ~  procedures and proper aHocation 
methodology. 

Project manager in the review of the requesT by Centrat -Maine Power Company for an increase in 
rates. The major area addressed was the propriety of the Company's ratemaking attrition adjustment 
in reIation to its corporate budgets aud projections. 

Project manager in an engagenlent desjgncd to address the impacts of the Tax Rctfonn Act of 1986 
un L. gas distribution utility operations of the Noxtheni States Power Cctmyaq-. AnaIyzed the 
reduction in the corporate tax rate, uncollectibles reserve, ACRS. unbilfed revenues, customer 
adxinccs. CEAC, and timing of TU-relazed impacts associated witii the Company's tax liability. 

Project manager and expen witness in the determination of the impacts ofthe Tax Reform Act of 
1986 on the operations o f  Connecticut Natural Gas Company on bchalf ofthc Connecticut 
DepTmznt of Public Utility Contro'f Prosecutorial, Division, Connecticut Attorney General, and 
Connecticut Department of Consnmer Counsel. 

Lead Consultant for The ~ ~ ~ ~ ~ s ~ ~ a  Department of Public Service !''DDFS") to reyiew the hlinnesota 
Lncentive Plan ("Tiiccntive Plm") pxoposal presented by Xc'orttwestcrn ell Telephone Coxilpany 
("KM'B") doing business as tJ S West ~ o ~ ~ ~ ~ n ~ c a ~ ~ ~ ~ ~  p.JStVC''>. ~ ~ j e c t ~ v e  was to express an 
opinion as to whether current rates addressed by &e plan were appropriate from a Minnesota 
intrastate revenue requirements axid a c c ~ ~ ~ ~ i ~ ~  pe 
recommended ~ o d i ~ c a ~ ~ o n s  to N%'B's proposed 

ctjve, and to assist in developing 

Pctrfornied a variety of analytical. and review task related to om work effort on this project. 
Obtained and reviewed d&ta and performed other procedures as neeessarj (1) io obtain an 
u n d e r s t ~ d j ~ ~  of the Company's hcentive Plan filing package as it relares to rate base. operating 
income, revenue ~ ~ q ~ ~ e ~ ~ n ~ s ,  and plan operation, and ( 2 )  to Somufate an opinion concerning the 
reasonableness of current rates and of amounts include within the Compmy's hcentjve P!m 
filing. These procedures included ~equcsting and r e ~ i e ~ ~ ~ ~ ~  extensive discovery, visiting the 
Company's o fkes  to reyiew data, issuing foFollow-up ~ f o ~ ~ a ~ ~ ~ ~  requests in man> instances, 
telephone and on-sile discussions with Compmy ~ e ~ r e s e ~ ~ ~ t ~ v e s .  and frequent discussions with 
counsel md DPS StafY assignc 



Lead Consultant in the regulatory analysis o f  Jersey Central Power & Light Company for the 
Dcpartrnent of the Publie Advocate, Division of Rate Counsel. Tasks performed included on-site 
review and audit of Compa.n.5;, idenrifkztion and analysis of specific issues, preparation of data 
requests, testimony, and cross examinatioi~ questions. Testified in Hearings. 

Presented training seminars coverhg public utiliQ accounting, tas  reform, ratemaking, affiliated 
transaction auditing, rate case management, w d  replatory policy in Maine, Georgia, Kei~rucl;y, 
a id  Pemsy lvania Sernitiars were presented to corninissioii stdfs and consumer kitcrest groups. 

Previous Positions 

With Larkin, Chapslii and Co., the predecessor fim to Larkin & Associates, was involved 
primarily in irtiliTy regulatory consulting, and also hi tax plarining and tax research for businesses 
and individuals, tax return ~ r ~ p ~ ~ ~ ~ o i i  a1d review, and ixidzpendent audit, review and ~ r e p ~ ~ a t j ~ ~  
of financial statements. 

lnslaIlzd computerized accounting system for a realty manageinelit firm. 

Edocatinii 

Bachelor of Science in A d ~ i n i s ~ r a t ~ o ~  in Accounting, with distinction, Uniwrsity of htiichigan, 
Dearborn; 1379. 

Master of Science in Tmation, Wafsh College, Michigan. 1983. Masnr's thesis dealt with 
in.i.rsmtetit tax credit and p r o p e ~  ?ax on various asscts. 

Continsing education repired to mainidin CPA license a i d  CFP@ certificate. 

Passed afJ parts of CPA examination in first sitting, 1979. Received CPA4 certificate in 1981 and 
Certified Financial Planning certificate in 1983. AdniiMed to Michigan and Federal bars in 1986. 

American Bar Association; sections on ptibIic u M y  law and taxation. 
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Cklcinnari Gas EL Electric Compm>~ (Ofiio PUC) 
Cleyeland Electric llfuminating Company (Ohio PUC) 
East Ohio Gas Company fQhin PUC> 
Ohio Edison Company (Ohio PVC) 
CZweiand Electric IBuminaring Company (Ohio PUC) 
Tucson Electric Power Coinpzny (Arizona Corn. ~ o ~ ~ ~ ~ s ~ o ~ ~  
Michigan Consolidated Gas Go. -16 Re€wds (hfichigan PSC) 
Sor&ern Bell Telephone Compmy (Florida PSC) 
Gcnmal Telcphone Company of Florida (Florida PSC) 
Dayton Powr & Light eo.- Fuei Acljustment Clause (Ohio PUC) 
Gulf Power Company (Flortda PSC) 
Northern States Power Co. -- E'-003/h'limesota (Mimcsota Put )  
Southwestern Bell Tclephonc Conpany (hlissowri PSC)) 
Detroit Edison Company iMchigan PSC) 
East Kenmcky Power Cooperarise, Inc. (Kentticky PSC) 
A!abama Gas Corporation (Alabama PSC) 
Alabama Power Compeny (Alabama PSC} 
Florida Power Corporation (Florida PSC) 
Kentucky Utilities Kentucky PSC) 
East KentiicA3 Power Cooperativc. Xnc. (Kmtlicky PSC) 
Detroit Ediliso~i - B-uhgtton Northcm Rcfund (h6ichigm PSC) 
Detroit bdison - hmCS Program (Michigan PSG) 
Consumers Power Company -hHC'S Program (hlichi_ean PSC) 
Consumers Power Company - Enera  conservztion Finance 
Program fh/Iichigan PSC) 
SouGI Carolina Hemic & Ga Company (South Carolina PSC) 
Generic Working Calilal Hearing (Micxgan PSC) 
Westcoast Trammissiox Co., (Xational Energy Board of Cmada) 
Southern Bell Telephone & Teie-mph Co. (Florida PSC j 

Toledo Edison Company(0hio PUC) 
Cleveland EIectnc TlIuminating Company (Ohio PLX) 
Tarnpa Electric Compriy (Florida PSC) 
Tfie Detroit Edison Company - Fernii 11 (Mchigan PSC) 
Coiumbia Gas ofKentucky, Inc. (Kentucky PSC) 
.4rkmsas Power & tight Company (Bfissomi PSC) 
The Detroit Edison Gompmy - Refunds ( ~ ~ i ~ h j ~ m  PSC) 
Kentucb knei icai \Vdter Company (Kentucky PSC) 
Western Kentucky Gas Company (Kentuck) PSC) 
Connecticut tight & Power Co. (Connecticut DPt7) 
Palm Coast Utilixy Corporation Florida PSC) 
Consmers Power Co. (~~~~~~~ PSC) 
Cmtinen~d ~ e ~ e p h o ~ e  Company of California. (Xevada PSC f 
Detroit Ertison Co.. FAC & PXPAC Recon~~l~a~ion  { - ~ ~ c ~ ~ ~  PSC) 
Louisiana Power B Light Conipmy (Louisiana PSC) 
Campaign Ualiot Proposals (Michigan I'SC) 
Seacoast Utilities PSG) 
Detroit Edison Co ~ j c ~ i ~ ~  PSCf 
CP Haiiona! Corporation Cl;iemda PSC) 

Siem Pacific Power Company (Yevada PSC) 
Florida Power & Light Company (Florida PSC) 
Michigan Consolidated Gas Gompmy ( ~ ~ c ~ ~ a n  PsC) 
Cons>mcrs Power Company (Michigan PSC) 

ichigan Gas Urilities Company ~ ~ ~ h ~ ~ a ~  PSC) 
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3673- 
294x4 
u-8924 
Docket No. f 
Docket E-2- Sub 537 
870853 
850069"" 
U- 1954-88-102 
T E-1032-88-102 
89-0033 
G-89-2688-T 
R 4 9  13 64 
E.C. 889 
Case No. 88ii4h* 

87-1 I628* 

8903 19-EI 
891345-EX 
ER XSll 09122 
653 1 

Michigan Consolidated Gas Company (Michigan PSC) 
Consumers Power Company - Gas (Rlichigan PSC) 
Michigan Cas Utilities Company (Michigan PSC) 
Detroit Edison Cornpmy (Michigan PSC) 
Znriiana & Michigan Elec!riic Company (Mickigan PSf)  
Cantjneixal Telephone Co. of the South Alabama (Alabama PSC) 
Duquesne Light Compmy (Pemsylvania PVC) 
Pennsylvania Power Company (Pennsylvania PGC) 
Tampa Electric Company (Florida PSC) 
Li?uisiana Power & Light Company (Louisiana PSC) 
Conthental Telephone Co. of the South Alabama (Al&ma PSC! 

Detnit Edison ~ Rehnd - Appeal of '11-4807 (Ingham 
County, Mchigm Circuit Court) 

Detroit Edisun Refmid - Appeal of U-4758 
(Inghham County: Michigan Circuit Court) 
Consumers Power Company - Gas Refmds (h4ichigan PSC) 
United Telephone Company of Eclissoijri (Missouri PSC) 
Centra! hf&e Power Company (Make Psc) 
N e w  Eng!and Power Company (FERC) 

Florida Power &L Light Company (Florida PSCj 
Duquesne Light Company (Pennsylvania PUC) 
Pennsyhmia Power Company (Pemsylvania PUC> 

FIoridz Citics U-ater Cornpan3 (Florida PSC) 
Northem States Power Company (Minnesota PSC) 
Gulf States Utilities Conipany (Texas PUC) 
Connecticut Katurd Gas Conpmy (Comecticut PUC)) 
Southern New, Eagland Telephone Campmy 
(Connecticut Department @€Public WtiIity Go~troI) 
Georgia Power Company (Georgia PSC) 
Long EsImd Lighting Co. (New liork Dept. of Public Service) 
Consuers Powa Company - Gas (Michigaa PSC) 
Amtin Eleccric Utili@. (City of Austin Texas) 
Carolina Pow2r &. Light Cornymy (North Carolina PUG) 
Peimsylvania Gas mnd Water Conipmy ~ P e ~ s ~ l ~ ~ ~ a  PUC) 
Southern Bel1 Telephone Gofnpmy (Florida PSC) 
Citizens Utilities Rwal Company, he. & Citizens Utifities 
Company, Kingman Tefephone Division (Arizona CC) 
IIIinois Be11 Telephane Compirny (Xllinois CC) 
Puget Sourid Power & Light Corrpany (Washingon UTC}] 
P h ~ ~ ~ d ~ ~ ~ ~ ~ ~ a  Electric Company ~ P e ~ s y ~ v ~ ~ a  PUC) 
Potonlac Elecrric Power Cornpmy (District of Columbia PSG) 
Yiagara Mohawk P O W ~ K  Corporation et al Plaintiffs, v. 
@I€- Western. Inc. et al, defendants (Supreme C o w  Comfy of 
Onondzga, State o€New York) 
Duquesne tight Company, et al, plaintiffs. against GuilF 
Western, Tnc. et af, defendants (Cow of the ~ ~ r n r n ~ ~  PJeas of 
Alfegheny Comity, Pemsyfvmk Civil Di\ ision) 
Florida Power B: Light Compai?) (Florida PSG) 
Gulf Power Cornpimy (Florida PSC) 
Jersey Central Power 8.z Light Company (RPUj 
Eawaiim EJe~frk Company (I-Iawaii PCCs) 
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Equirable Gas Company fPennsylvalla Consumer Co-msel) 
Artesian Water Company @elaware. PSC) 
Southern Ne% England Telephone Compuiy (Connecticut PUC) 
Southem States Utilides, h e .  (Florida PSC) 
Southern Califomia Edison Company (CaliEomia PUC) 
Long Island Lighting Company (New York DPS) 
Pennsylvania Gas & Katcr Company (Pemsylvazza PLC) 
(Investigation of OPE&) Department of the Navy and all Orher 
Federal Executive Agencies (Ca l i fo~a  PUC) 
Southwest Gas Corporation (Arkma CC) 
Sun City Vv'ater Coslpaq (Arizoxia RUCO) 
Ifavasu Water Company (A+or~a RUCO) 
Central b%ie Power Company (Department of the Navy and all 
Other Federal Executive hgencies) 
Southwest Gas Corporation - Rebuttal and PGA Audit {Arkona 
Corporation Commission) 
Hawaiian Electric Company (Hawaii PUG) 
Inmastate Access Charge .Methodology, Root and Rates 
LoczI Exchange Carriers Associdion and Sorith Dakoa 
Independent Telephone Coalition 
General Development Ut 
West Coast Divisions (Florida PSC) 
T h e  Peoples Kakml Gas Compny (Pennsylvania PUC) 
Baw aii an Konpcnsioii Postretirement E3 en efits (Ratvaiian PUC) 

es - Port Malabar and 

Metropolitan Edison Company (Pennsylvania PIE) 
Pcnnsylvasria American Warm Company (Pennsylvania PUC) 

Citizens Uciliries Company. Agua Fria Water Division 
{Ariiona Corporation Conmi ssion) 
Solithem New England Telepho2e Company (Connecticut PUC) 
Citizens Utilities Company (Electric Division), (Arizona CC) 
Pugel Sound Power and Light Company (Washkgton L'TC)) 
Central Maine Power Company (Maine PLIC) 
Pennsylvania Cra$ & Water Cornpan) (Pennsylvania PUC) 
Mataiuska Telephone Association. h c .  (Afaska PCC) 
Anchorage Tekphont: Utility {Alaska PUG) 
PTl Commmications (Alaska PUC) 
Hawaiian Electric &onipzny, Inc. Mzwaii Put )  
Citizens Utilities Company - Gas Division 
(rzrisvna Corporation Cornmission) 
Pennsylvmia Amerkan Wazer Company (Pennsylvania PUC) 
Sale of Assets CC&N ffom Contel of the West, he .  to 
Citizens Utilities Company (Arizorra Corporation Commission) 
Hawaiian Eleckic Company, Inc. (Hawaii PUG) 
X'he Ezst Ubi0 Gas Compmy (oirio PUG) 
Conso~idated Edison Company Wew York DPS) 
hter- State Water Company (Iflimis Conimerce C o ~ ~ ~ n i ~ ~ ~ o n ~  
Citizens Utilities Company, Kauai Electric Di.i5sion {Hawaii PUC) 
PLppiication for Transfer of Local Exchanges (North Dakota P5C) 
Pacific Gas & Electric Company (California PUC) 
UGi Utilities. he.  - Gas Dkisioz ~ e ~ ~ ~ v a n ~ a  PUC) 
Sou&ern Ne% England Telephone Company (Cormecticm PUC) 
Consumer Illinois U-ater. K&&ee Water District (Illhois CC) 
Ohio Power Company (Ohia FIX) 
South Caroka Electsic & Gas Company (Sou% Csolina PSC) 



GR-96-385 
94-3 0-45 
A.96-08-00 I et al. 

96-3 21  
96-08-070, e~ al. 

97-05- 12 
IC-00973953 

97-65 

16705 
E-] 072-97-067 
Non-Docketed 
Staff hvestigation 
PU-3 14-97-12 
97-035 1 
97-so0 1 

9S-05-006-Phase I 
9355-U 
97-12-020 - Phase 1 
u-9s-56, G4X-60, 
U-98-65, C-98-67 
(U-99-66. U-99-65, 
L‘-99-56. E-99-52) 
Phase II of 
97-SCCC-149-GfT 
PU-3 14-97-465 
Nan-dacke ted 
Assistance 
Contract Dispute 

Non-docketed Project 
Kon-docketed Project 

Citizens Utility Company - i”irizona Telephone Operarions 
(Arizona Corporation Commission) 
Citizens Uti& ccl. - p;orthen; Arizona Gas Division (Arizona CC) 
Citizens Utility Co. - Arizona ElecfAc Division (Arizona CC) 
Collzboratire Ratemaking Process Columbia Gas o ~ P e ~ ~ ~ ~ ~ ~ ~ ~  
(Penxsyl van i a  PLJC) 
Missouri Gas Enera (Missomi PSC) 
Southern New England Telephone Cornpany (Connecxicut PUC) 

ies’ Applications to Ideati@ Sunk Costs ofKon- 
%clear Generation Assets, & Transition Costs for Electric Utility 
Resimctwing. & Consolidated Roceedhgs (Cslifcxnia PVC) 
Bell Arlantic - Delaware, In:. (Dclawarz PSC) 
Pacific Gas & Electric Co., Soathem California Edison Co. and 

Connecticut Li&t & Power (Connecticut PUC) 
Application of PECO Energy Company for Approval of its 
Restructuring Plan trnder Section 2806 o f  fhhe Public Utility Code 
(Pennsylvania PUC) 
Application ofi3eJmarc.a Power &I&M Co. for Application of a 
Cost Accou~linp Manual and a Code of Conduct (Delaware PSC) 
Eaterg tiulf States, Xnc. (Cities Steering Committee) 
SouC%westem Telephone C‘o. (Arimxm Corporation Commission) 
Dcfaware - Esriimate Impact of i,-ni.i.ersal Services Issues 
(Delaware PSC) 
US West Commuslicatkns, Inc. Cost Studies (North Dakota Y S C )  
Consumer Illinois Water Company (Jflinois CC) 
Investigation of Issues to be Comidered as a Rcsclt of Resmcwing of Electrjc 
hdustry @kvada PSC) 
Generic Docket to Consider Cmpelitioii in &e I’rovision 
of Retail Electric Service (Axizona Corporation Commission j 
San Diega Gas B Electric Co.. Section 386 costs (California PUC) 
Georgia Pouer Company Rate Case (Georgia PUC} 
Pacific Gas & Electric Compaq (CdZornia PUG) 
Tme&gation of i 998 Intrastate Access charge hIinps 
(Alaska PUC) 
rJls cstigaiion of 1999 Intrastate Access Charge Eing 
(Aiaska PIX> 

sal3 Diego Cas & Electric COmpmy (&rifornia PUG) 

Southwestern Bell Telephone Co:npmy Cost Studies [Kansas CC) 
US West Universal Service Cost Model (KO& D&ta PSC) 
Bell Atlantic - Delaware, Inc., Review of New Telecoam. 
and Tariff Filings (Delaware fSC> 
Ci3  of ZeeIand, lvrx - Water Conrract 16th the City of Holland, ?in 
(Before an wbitsatioxt pmncl) 
City of Dzllvile, a - Valuation of Water System {Dmville, E,) 
Village of Ilniversit), Park, E, - Valuation of Water and 
Sewer System (Village of liniversity Park. Ehois) 



E- 1032-95-41 7 

T-t OS f €3-99-0447 

T-0105 18-95-0105 
A00-07-043 
T-0105 1B-99-0499 
99-4191420 
PIJ3 14-99-1 19 

98-0252 

00- I ox 
U-00-28 
Non-Dockekd 

00- 1 i -03 x 
00-1 1-056 
00-1 0-02s 

98-479 

99-45? 

99-582 

99-03-04 

95-03-36 
Civil Action No. 
98-1 117 
Case No. 12604 
case No. 12613 
41651 
13605-u 
14000-u 
13 96”tj 

pu’on-Docketed 

r\’ on-Docketed 

Application No. 
99-0 1-015. 
Phase I 
99-02-05 
01-05-19-RE02 

Citizens Utility Co., Maricopa WaterWastewater Companies 
et al. (Arizona Co~oration Commissionj 
Proposed hkge r  of the Parent Corporaxion of @vest 
Commieations Corporation. LCI lritenZationa1 Telecom Corp., 
a d  US West Commications, hc .  (Arizona CC> 
US West C ~ ~ ~ i c a ~ j o ~ ~ ,  Inc. Rate Case (-&zona CC) 
Pacific Gas & EIeetsic - 2001 Attrition (California PM3 
US WestQiiest Broadband Asset Transfer (Arizona CC) 
US West, Inc. Po11 and Access Rebaianchg (Korth Dakota PSC) 
US West, bc. Residential Rate herease and Cost Study Review 
(Nor‘& Dakota PSC 
Ameritech - XILinols, Reviev.7 of ,iylternative Rcplatiou Plan 

Delmarva Billing System Investigation (Delaware USC) 
.Vatmuska Telephone Associatkm (Alaska PUC) 
Managemeat Audit- and Market Power Mtigation hdysk o f  &e 
Merged Gas System Operation of Pacific Entcrpriscs and E110t.a 
Corporation (Ca%mia YVC) 
Southern California Edison Kaljfomia PUCj 
Pzcific Gas & EIectxk (CaIifoniia PUC) 
The Utiliry Refom Nerwork for hlodification of Rcsolution E- 
3527 (California PUC) 
Debarm Power CSL Lisht AppIication for Approval of its Electric 
and Ftiel Adjitstmenrs Costs (Delaware PSC j 
Dclaware Electric Cooperative Restructurktg F h g  (Dekdwarc 

Delmarva Power RL: Eight dba Conxtiv Power Delivery 
-4nalysis of Code of Cond-trct 2nd Cost Accotmting Mantra1 (Delaware PSC) 
‘Cirited Ihunkating Company Recovcry of Stcandeed Co%s 
(Connecticut OCCj 
Comecticu: Light BL Power (Connecticut UCC) 

(ririols ctrg) 

PSC) 

West Pznn Power Compzany vs. PA PUC (Pennsylvania PSCj 
Upper Peninsula Power Company (~Wchigan AG) 
Wisconsin Public Service Commission (Michigan AG) 
Yorthern Tndianz PubJic Service Co Overearnings iwestigntion (Tndima tJCC) 
S a v a d  Electric & Power Compm:, - FCR (Georgia PSC) 
Georgia Power Company Rate CaseM&S Review {Georgia PSC) 
Savannah Electric di Po.i.er Company NaruraI Gas Promremen? and fisk 
h ~ ~ ~ e ~ e ~ ~ ~ c ~ ~ ~ n ~  Proposal. Docket No. 13 1964: (Georgia PSC) 
Gcorgia Power Compmj S; Savantx& E’le&ic & Power FPR 
Cornpin> Fuel Procurement Audit (Georgia PSC) 
~ ~ ~ s ~ ~ o ~ i  Costs of Kevada Vertically Itiregated ZJti’ljties (US Department of 
Navy) 
Post-Transirion Ratemaking Mechanisms €or the Electric h&isa. 
Restructwkg {Z-S ~~p~~~~~ of Navy f 

~ ~ ~ e c ~ ~ ~ u ~  Light di Power ( ~ o ~ e ~ t i c u ~  OCC} 
‘dde-c? Gas Service Application for a Rate Increase, Phase r - ~ ~ 5 2 - ~ ~ ~  
( ~ o ~ ~ t j ~ ~ ~  OGC) 
Southwest Gas C ~ ~ # r ~ t j o n .  Appkation to amend its rate 
Schedules L4rkona CC) 
PziciGc Gas Br Electric C h r n p q  A ~ t ~ ~ n  & Appliatiiori for a rate iricrease 
(California PUC) 
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426,427,430,4211 
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Pacific Gas 8 Elecuic Company Rate Case (California P K j  
United Iliumirating Company (Connecticlrt OCC) 
Georgia Power FCR (Georgia PSC) 
Verizon Delaware 3 271 melaware DPA) 
Blue Valky Telephone Cornpan! AuditiGeriercll Rare Investigation (Kansas CC) 
SBT Telephone Cooperative Audit!Creneral Rate Xnvestigarion (Kansas CC) 
Sunfi0~7cr Telephone Company hc.. t?iu$iriGmcral Ratc Knvesiigation 
(Kansas CC) 
Bluestem Tele&one Company, hc.  Audib’General Rate hvestigatien 
(Kmsaq CC) 

Sherbiune County Rural Telephone Company, dba as Connections. Etc. 
(Minnesota DOC} 
ACS of ALaska, dba as AIaska Communicat~ons S y s k m  (,2CSj. Rate Case 
(Alaska Regulatury Commission PAS) 
ACS ofslnchomge, dba as Alaska C o ~ ~ ~ ~ ~ c a ~ ~ n s  Systems (ACS). Rate Case 
<Alasks Reguiatorj Comntksion PAS) 
RCS of Fairbanks, dba as Alaska Communications Systems (ACS), Rate Case 
(Alaska Regulatory Corrunission PrlS) 
, K S  ofthe Nor&lanb dba as Alaska Communications Systems (ACS), Rate Case 
(Alaska ReguIatory Commission PAS) 
Vcrizon DeZaware: Inc. UXE Rate Filing melaware PSC) 
Wheat Slate Telephone Coiltpany (Kaims CG) 
Golden Belt Telephone Association (Kmcas CC:) 
Shoreham Telephone Company, h c .  (Vemont BPC) 

Arizona Public Senice Compaq (Arizona Corporation Commission) 

Appaiachim Power Company and Wheeling Power Company both d b a  
, b e r i c m  Electric Power fV\;csi Tirgkk PSC) 

Docket No. 04-01 13 
case No. u-14347 
Case go. 05-72s-EL-LrNCCincinnati Gas & Electric Company (PZT of Ohio) 
D~cket No. 21229-Ii 
Docker No. 19143-L 
Docket No. 
03-07-01 E 0  1 
Docket No. 19047-U 

Docker No. 03-07-02 
Docket No. EX02060363, 
Phases IR-XI 
Docket No. L-00-88 

Phase 1-2002 ERM. 
Doclcet KO. XT-02-075 
Docket No. 05-SCNT- 
1048-AUD 
 DOC^ No. 05-TRCT- 
607-KSF 

060-AUD 
Docket No. 2002-747 
Docket No. 3003-34 

€Iawaihn Elect& Company (Hawaii PECj 
Consmexs Energy Company f_Mk%pan PSG) 

Savannah Electric B Power Company (Georgia PSC) 
Georgia Power Company (Georgia PSC) 

Connecticut T.,igkt & Power Company (CT DPUC) 
Savannah Electric Cpr. Power Company (Georgia PSG) 

Connecticut Eight & Power Company (CT DYGC) 

Rocklaad Electr;c CompaEy &J RPU) 
EXSTAR Katmal Gas Company and Alaska Pipeline Company (Regulatory 
C o ~ i s s ~ o n  of Alaska) 

Inferior Telephone Company, Inc. (Regulatory Commission of Alaska) 

Sou& Central Telephone ComFaDy (Kansas CC) 

Tri-County Telephone Company (Kmsa.; CC) 

Em 0k.h Telepbme Company (Ednsas GC) 
%d’i.hnd Tekphorie Campany of h/l;irne (Maine Put) 
Sidney Telephone Company (Maine PUG) 

Docket NO. 3004-178-E South Carolina Elcctriic Cpr. 6 - a ~  COIIIp&y (South CarO1kd PSC) 

IDdCet KO. 05-KOKT- 



Docket No. 3003-35 
Docket 30.2003-36 
Docket No. 3003-37 
Docket Nos. u-04-022, 
G-04-023 
Case 05- 116-U‘06-055-U 
Case 01- 1 3 7-U 
Cme NO. 7109:7160 
Case NO. ER-2006-03 I5  
Case No. ER-2006-03 14 
Docket No. u-05-043.44 
A- I22250FS000 

E-0 lM5A-85-08 I6 
Docket Yo. 05-304 
05-806-EL-LTC 
U-06-4s 
03-93-EL-ATA, 
06-1 068-EL-UNC 
P~-3-006-0006 5 
G-04204A-06-0463 et. a1 
Docket NO. 2006-0386 
E-01 933A-07-0402 
G-0155 IA-07-0501 
Docket No.t’E-072300 
PL~-2008-00009 
PUT-3008-00046 
E-0133!A-O8-0 172 
A-3008-1063737 

08-1 783-G-12T 
08-1 76 1 -G-PC 

Docket No, 3008-0085 
Docket SC. 2008-0266 
G-04024A-08-05? I 
Docket No. 09-39 
Docket No. L%-090704 
OQ-0878-G-47T 
2009-UA-00 14 
Docket No. 09-0319 
Docket No. 09-414 
K-2OO9-1! 1 320 1 9 
Docket NOS. LJ-09-069, 
U-09-070 
Docket Nos. u-04-023, 
G-04024 

7010-00036 
E-04 IOOA-09-0496 
~ - U ~ ? ? 3 ~ - ~ 9 - ~ ~ ~ 6  

Make Telephone Company (Maine PUC) 
China Teiephone Company (Make PUC) 
Standish Telephone Company (Maine PLC) 

Anchorage Water and Wastewater Utility (Regulatory Collunissiocl of AIaska) 
Entergy Arkansas. hc. EFC f.4rkansas Public Service C o ~ ~ i ~ s ~ o n ~  
Southwest Power Pool RTO (Axkmsas Public Service Commission) 
Vermont Gas Systems (Department of Fubiic Service) 
Empire DistJkt Electric Compaiy (Missouri PSC) 
K w a s  Citj Power & Light Conipany (I\?issouri PSC) 
Golden Heart Ilt%ties/Co&?ge Park Utilities (Regu!atoq* Con~z~ksiun of Alaska) 
Epitable Resources, Xnc. and The Peoples x’atural Gas Compary, &’a 
Domirlion PeopIes (Pennsylvania PUC) 
A~3zona Public Service Conpany (Arizona CC) 
Defmma Power & Light Company (Delaware PSC> 
Ckickati  Gas 8r Elcciric Cornpay (Ohio PUC) 
Anchorage Watcr Utility (Regulatory Commission o€ Alaska) 

Duke Enera? Ohio (Ohio PUC) 
Appdachian Po3 er Coxnpmy (Vkginii Corporation ConmiLision} 

Hawaiian Electxic Company, lnc (Hawaii PL‘C) 
Tucson Electric Power Company (Arizona CC) 
Southwest Gas Corporation (Arizona CC) 
Puget Sound Energy. Inc. (Wa<hmgton UTC) 
Virginia-American Water Company (Virginia SCC) 
Appalachian Power Company {Virginia SCC) 
h z o n a  Public Servjce Company (Arizona CC) 
Babbcod BL Brown JnfrAstrucmrc Fund No& America, LP. and The Peo$rs 
Natural Cas Cornpar;\’, d/b/a Dominion Peoples (Pennsylvanja PTJC) 
Hope Gas, lnc., dba Dominion Hope (West Virginia PSC) 
Hope Gas, hc . ,  dba Dominion Nope. Dominion Resources, Inc., md Peoples 
Hope Gas C ~ m p t ~ ~ k s  (West Virginia PSC) 
Hawaiian EIectric Cornpan)‘. h c .  (Hawzii PUC) 
Yomg Rrofhers. 13nited (Xawaii Pt’C) 
TJNS Gas. Inc. (Arizona CC) 
Tidewater t3ilities, hc. (Delaware PSC) 
Puget Sound Energy. hc. (WasKingon UTC) 
hbuntaineer Gas Company PVest Virginia PSC) 
Vississippi Power Company (Mississippi PSG) 
Xllinois-A~ncrican Water Coapmj? (Illinois CC) 
Detmwva Power & Light Companq (Delaware PSC) 
Aqua Pennsylvania, inc. (Yennsgivania PLC) 

m-s Gas, h C .  ( k k O R 3  cc) 

. 

Financial Audits ofthe FAC af tile Coluumbus Sorrrhem Power C o ~ ~ a n y  and the 
Ohio Pa% er Company - Audit I iObio PUC> 
Kentucfc) -American W2ter Conpany (Kezitucky PSG) 
Southu-esr Transmission Cooperative, Lnc. (Anzona CC) 
,4rizona Electric Power Coopentive. fnc. fArizma CC> 



R*20 10-2166208, 
R-2030-2166210. 
R-2010-2I66212; lk 
R-25 1 0-21 662 14 

PSC Docket No. 09-0602 Central IlIkois Light Corripany L)IB'-4 AmerenCILCO: CeiikaI Iilinois Public 
Pennsylvania-American Wa~er Conipmy (Penrtsyfvania PUG) 

Sentice Company D/B/A ."uneredWS; llfinors Power Co;npmy DiBM 
PL?llerenp (Illinois CCj 

10-07 13-E-PC 
Docket Xo. 31958 
Docket NO. 10-0467 
PSC Docket No. 10-23 7 

10-0699-E-421 
u- 1 a+; 1 

10-0920-W-42T 
A. 10-07-007 
A-20 1 0-22 103 36 
OX- 101 2-EL-EAC 

Docket So. 2010-0080 
6-0155 IA-lO-O4jS 
10-KCPE-4 IS-RTS 
PE-3011-00037 
R-2011-2232243 
u-11-100 

A. IO- i 2-005 
PSC DO&& NO. f 1-207 
Cause No. 34022 
PSC Docket No. 10-247 

6-03204A- 1 I -0 15 8 
E-Of345A-11-0223 
LX-llX048 R- LE-I2043 
Docket Yo. I 1-0721 
I. 1At-947.E 
U-11-77 B U-11-78 

Allcghmy Power and FirstEnergy COT. (West Virginia PSC) 
Georgia Power Cornparry (Georgia PSC) 
Commonwealth Edison Compary (Illinois CC) 
Dehmra Power & Light Company @elaware PSC) 
Cook Met  Xaturaf Gas Storage AIaska, LLC (Regulaiory Commission of AIa&a) 
Appalachian Power Company and WheeIhg Poi$ er Company (West Virginia 
PSC) 
West Virginia-Amerim Water Company (West  Virginia PSC) 
CaliIumia-American a'atcr Compmy (California E'LK) 
TWP Acquisition (Pennsylvania PUC) 
Financial, hhagement, and Performance Audit ofthe FAC for Dayton Power 

Finaxial Audji of h e  FAC of '&e Co1unh.i~ Socthm POWP-T Company w d  the 
Ohio POW er Company - Audit IT (Ohio PCC) 
Hawaiian Electric Company. Inc. (H~waii PLJC) 
Southwest Gas Corporazion (Arizom CC) 
Kansas City Power &: Light Company - Remand (Kamas CC) 
Virginia Appdachian Power Company ~ ~ o ~ o n w e a i ~ ~  of Virsiaia SCC) 
Pemylvania-American Water (Pemshw-iia PUG) 
Power Purchase Agreement between Chugach Association. Tnc. and Fire Island 
Wind, LLC {Repiatory Cornmission of Alaska) 
Sm Diogo Cas &: Electric Company {California PGC) 
ktesian Water Company. Inc. (Delaware PSC) 
Indiana-American Water Company. Inc. ffndiana Utili@ Regufatoq, Commission j 
Mmnagcment .kidit of Tidcwarer Utilities, h c  AEliate Transactions (Delaware 
Pablic Sewicc Comissionj 
LTS Gas. h c .  (+?&zona Corporaxion Commission) 
Arizona Pubtic Sewice Compaq. (Ar i rnn~  CC) 
Pngef Somd Energy. Xnc, (Washington 'fJt%tics and Transportation Comm,ssion) 
Conmonuveakh Ediscm Company (IIlkois GC) 
Public Service C~mpmy of Colorado (Colorado PSC) 
Golden Heart Utilities, h~. and College Utilities Corporation (The Regulatory 
Commisqion of Alaska) 

and Li& - Audit I (Ohio PUC) 
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Tucson Electric Power Comp~iy 
Computation oE Gross Rebenue Cont7ersioii Factor 

Test Year Ended December 3 1.20 1 1 

Docket No. E-O 193 3A-12-029 1 
Schedule A-1 

P2ge I off 

Line C@mprnJT Staff 
KNO. Description Proposed Proposed 

bl> 

3 Taxable Ineoilie as a Percent 99.75% 99.75% 

4 Less: Federal and State Income Taxes 

6 Gross Revenue Conversion Factor 

3 9.47% 3 9.47% 

1.6590 t ,6590 

Notes and Source 
Co1.A: TEP Filing. Schedule C-3 

7 Combined State md Federal I n a x e  Tax Rate 39.571 $4 39.5710;6 

Coinponents of' Revenue R ~ ~ u ~ ~ I ~ ~ n t  Increase or (Decrease) 
AIl20unt Percent 

8 Net Tncorne $ 46,027 6O.278Y! '0 
9 Federal and State Income Taxes $ 30,159 39.4725% 
10 UncoflectihXc.9 $ 190 0.2486% 
11 Total Revenue lncrease $ 76,406 1 ~ ~ . 0 0 ~ ~ ? ~  

12. From Schedule A, C o l m  F $ 76,406 
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Tucson Electric Power Company 
Adjusted Net Operathg l n ~ u m e  
ACC J u ~ s d i c ~ ~ ~ ~ a ~  

A ~ f ~ c ~ ~ ~ n ~  RCS-2 

Page 6 o f  45 
D~ckeC XO. E-01933A-12-0291 

Docket No. E-01933A-12-0291 
Schedule c 
Page 1 of1 

Test Yea- Ended December 3 1,203 t 
fThousar1ds 0 f D d 1 a ~ )  

Line As Adjusted Staff As Adjusted 
- No. Descriprion by TEP Adiubments hv staff 

(A) 03) (C) 

1 

3 
4 

3 - 

5 
6 
? 

8 
9 
10 

11 

Operating Revenues 
Electric Retail Re.t;enues 
Sales for Resale 
Other Operating Revenues 
Total Operating Revenues 

Opemtixrg Expenses 
Fuel, Purchased Pon er aud Trmsmission 
Odier U&M Expenses 
Depreciation Sr Amariizarion 
Taxes Other Than h o m e  Taxes 
Income Taxes 
Total Operating Expenses 

Net Operat.ing lricorne 

$ 836,938 $ (4,816) $ 532,122 
$ $ s - 
s 29,183 $ 5.569 $ 34.75 1 
$ 866,120 $ 753 $ 866,873 

$ 292,190 $ (4.816) $ 387,374 

$ 97,315 R (178) $ 97;132 
s; 35,141 $ 85 $ 3 5 3 6  
s '7,018 $ 3,738 $ 10.756 
$ 813.638 $ (6.036) SS 807,6: 2 

$ 381,989 $ (4,865) 9; 377,134 

$ 51.472 $ 6.789 5; 59.26 1 

Yotes and Source 

Col. R: Staff Schedule C.1 
COI. A: TEP Sckiedulz C-1 
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Tucson Electric Power t?ompmy 
C a p M  Siiicture & Cost Rates 

Test Year Ended December 3 1.201 I 
(7lnousands of Dollars) 

Docket No. E-01933A-12-0291 
Schedule D 
P2ge 1 of 5 

h e  Capitalization cost Ke-lghled Avg 
- KO Camtal Sourcc 4mount Perceat Rax Corn of Gavi:aI 

(4 cc, iw 
f. '€&P - Proposed 

I Short-Tern Debt $ 0.00% #.OU% 0 ao?h 
2 Long-Term Deb% S 1,061.389 54 00% 5 18% 2.89% 
3 C o r n o n  Smd. Eqaity s 904.146 t6.0090 10.75% -1.94% 
4 Total C a p d  S 1.965.535 100 00% -l74O/u 

Supporting 
iL  ACC Staff- Froposed for OCRX [bf Total OCRI-3 

5 Short-Tcm Debt $ 10.03G $ 7,913 053% 142% 0 0l04 
h Long--1 em Debt $ 1,061.389 s 839.831 55 9'7% 5 18% 2.90% 
7 Cornion Stock Equity s; 821.947 5 652.742 43 jook  9 40aoi0 [bj 4 G9% 
8 TotalCapiul S 1.896232 .S i.WO486 " 60?h 

9 St.dfAdjmt.cd Original Cost Rate Bsse Sch B S 1.500.486 
IO Difference - 0 . 7 4 6 B  

1 I Weighted Cost tlf Dcbt 2 41% 

XIX .  ACC Stafi- Proposed Cost of Capital for Fair Value Rare Base - Option 1 
12 Sbort-?em Debt $ 7.913 0 35% 1 42?h 0 00% 
I3 I ,ong-Tem Cebt $ 839.811 37.13% 5 IS"& 192% 
I4 Common Stock Equi'q s, 652.742 28.86% 4 40Ou/0 gb) 1 -I?& 
!j Capltd f i ~ l C l R g  @cm Is 1,500.486 

nor recognved on utility's hooks d 761.143 33 b5% 0% [a] 0 O{)% 
16 Appreciation above O C f B  

17 Total capltai Supporting FVRi3 $ 1.261 629 1 on 110% 4 63% 

N .  ACC Staff - Proposed Cost of Capital for Fair Value Rate Base - Option 2 
I S  Shxt-Tcm Debt $ 7.913 0.35% 1.42% 0.00% 
19 Long-Term Debt $ 839,831 37 1.3% 5 18% 1.32% 
20 Cornion Stock Eq"it)i S 652742 28.86% 9.40% [b] 2.719; 

nor recognized on utilit>.'s books f 761.143 33.550/0 o 68or;l rcj 0.23% 
13 Total capml supportmg F \ W  S 2.261.629 I00 0 3  4.8695 

11 Capital iinmcing @CRB $ '1.500.486 
22 ,4pprxiatiors abovc OCR13 
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Tucson Electric Power Campmy 
S diuarita-Nogales Tran sniission Line 

Docket Na. E-0 1933A- 12-029 1 
Schedule €3- f. 

Page I of7 
Test Year Ended December 3 1,20 I 1 

1 Regulatory Assets -Per Coiiipany $ 11,088,732 S 11,088,732 
2 Regulatory Assets -Per Staff $ .. $ - 
3 Staff A d j ~ s ~ ~ ~ ~  9; ( 1  1,088,733) $ f f 3,088,732) 

h'otes and Source 
Line 1 : Company Adjustment Rate Base - S a h ~ ~ ~ ~ - ~ ~ ~ ~ l e s  Transrnissiort Line, 
Bares No, EP(O39 I )0077 10 
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Tucson EieutTrc Power Company 
New Headquarters i3uitrding 

Test Year Ended December 3 1 ~ 20 2 I 

L1ne 
No 

I___ 

1 

2 

4 

c 

6 
? 

s 
9 
10 
I f  
12 

13 

Remove Cost uf Retail Space 

Remove Cost uf Unoccupied OfFcc Space: 
Vacant Office Space (sn 8.540 

Rzmov:: Cost ofthoccupi-d 0%~::  Spce 
Cos: / Sq R for OfEce Space s 263 

hcfjustrnent 10 Accumulated Deprecinlion on General Plant 
Jxisd*i.ilonal adjustruenf for heudqamers building most 

$ (1.13G;OOO) tine 15 

Page 3 
Line 14, Note [d] 

I (2,246.000j 

SI% 26.07 

$ 178,000 Schedule c-IO 

X'niSsurcc Energy Headquarters Building - Cost for Sections of Building 
Derrrved 

Approxmaie Portion oiTotill 
Pari oftieadqcartas 13uilt GIOSS Square Feet cost sq rt Total cos1 cost 

STF lo  08ja) 
&so see COhTII35XTLAL TEP {0291)027312 [in ai email dated December 19,2012. TIP stared "Staffmay refer to ine cos: square 
footage, c05t per ?quare foot, ar,d the amollnt o f  occupied space LQ i ts  testinion!: s TEP vvltl no longer conrider it con5dential") 
STF I 6  OX(ei 
hlso see Z Y s  tcsponses to STIF I6 08 md STF 26 07 

Line 1 I: General Plant g?om TEP 2012 Rev Req Mtrdel.xlsj 
18 ACC Jurisdictiond $ 160,622;433 
19 Total Compmy s; 2 !  8.659,553 
20 .Turis&ctiimal5tctor 73.44% 



rmacnmenr nCb-2 

Page 20 of 45 
Docket NO. E-01333A-12-0291 

Tucson Electric Power Comnpmy Docket NO. E-0 193 3-4- 12-029 I 
New Headquarters Building Schedule B-5 

Tcst Year End& December 3 f , 20  f 1 
Unoccupied Office Space - Gross Square Foobge from Response to STF 16.08 Page 3 of 3 

GO%IDEXTIAL 

UniSource Headquarters 
Occupied and Unoccupied Space and Space Per Oc~upanl 

Line 
NO. 

1 
2 
3 
4 
5 
6 
7 
S 
9 
I0 

I 1  

Floor 

9 
8 
7 
6 
5 
4 
3 
2 
I 

T@Qf 

(A) 
Space GSF 

(3) 
28.750 
28.750 
28,750 
38;750 
28,750 
37,410 
40.660 
31,730 
27,730 

381 280 

Occupied 
Percent 

(C! 

Unoccupied space as percent of total space 

Occupied Space 
iw 

25,OIfi 
2 1,563 
24,725 
27.035 
25,013 
35,540 
23.989 
25,067 
37,730 

235,663 

Unoccupied 
Space 
(E? 

3 , T S  
7,188 
4,025 
1,725 
3,73 8 
X,871 

16,671 
6,663 

45,617 

16.2Yn 

Notes and Source 
Source: TFP rcsponw to STF Ih.OS(n) and ( d )  
Breakout of Total Space per 02 Site Building Tour Documentation an6 reqonse to STF 26.6 Wote A]. 

Cubicles, Offices 
Conference Rooms Ancillary Total 

Floor Crrculation Space Space Space (ssff 
(GI 

20 
21 



Tucson Electkc Powcr Company 
Ncw Headquarters Building 
Vacatit Space - From Comydential On Site Building Tour Documentatkm 
Test Year En&d December 3 1,20 11 

Line 
XO. 

I 

3 
4 
5 
4 
7 
8 
9 

I O  

7 
Y 

Xntes and Source 
YEP’S CoIifideritial respmse to S E  26.04 
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D ~ k c t  NO. E-01 933A- 12-039 1 
Page 23 of45 

Doi.ke% Nc. E42 932.A- 12-3291. 
Scheiuie C-2 

Page 1 of I 

s 
s 
- 

14 
:5 

17 
1% 
19 
20 
21 
22 
-13 
24 
25 

. r  io 

e m  
0506 
05:4 
5566 
0570 
0580 
CSR1 
0548 
0903 
39?ZI 
640s 
Total 

hCC ACC Factoi- 
ir:l <.r) 

S 55.519 S 4 9 . w  0.89067 

S 205,O:S S 182,60f 0.89067 
s 529J32 s 463,445 0.890.57 

s 385,687 5 0.30000 
$ 4'1,033 s. 0,00090 

.?5,259 I .00@30 
s 142,306 J 142,3% I.XI000 

.6 149,634 S 149,804 i.c!nooo 
$ 435,441 s X33,C46 0.88449 

S 22,502 s. 22,502 1 .SOCkXJ 

S I87.4;8 S I 3 B .PO 8 0.741i7 
S 2.hR6.3?6 S 2.0:1,230 

Co!. D. Stas Recommend& Iccmh? (PEP') ExFns? - Sased on 50'50 Allocation ora Tw:+Year f w c q c  h o r n  UnR 1.36 
%aff 

StaSf Re';ecommr~drd: 
Recomneiided Reaiatiocaie 

Two Y.2ar 50150 Account 426 
FERC 2c11 2010 Aven:e Sharixra To O&M Expense 

(X) u-1 04) ch': (0) 
3 2426 rk~d'] I 3.404353 $ 3,568,:78 5 3,480,116 5 1,743.108 

28 0506 R 786,564 0 719.383 5 757.976 $ 378,388 .$ 353,079 
19 0514 $ 309,913 s 375,720 S 343,8!7 $ 

27 0500 J S 3 , W  s 173,553 5 128,740 $ 64,370 $ 59,969 

30 0566 s 587,555 s 327'10 7-- 3 457,393 $ 
31 3570 s; 62,030 I 117.534 s 89,787 $ 44>S4'% 5 41.S25 
31 258.3 5 53,316 S 54,73i s 54,024 5 7.7.312 8 25,165 

35 0903 $ 226,452 S 247,O~B 236,731 5 116,366 J 110,274 

33 3588 5 215,121 s 213,012 s 222,567 s. 111,284 S lC3,676 
34 0598 s 34,017 s: 3?1,s12 s 36,915 $ 18,458 S i7.196 

56 0970 J 1418.5SI S 1412.569 f. 1.1!5.080 i; 707.540 S 653,i7] 
37 O&MiK;?wAr $ 7,18?,754 5 7,274:731 S .7;22S.245 5 3,614.lX S l ,?  
38 s; 431.3% $ 438348 s 45CJ!O 
34 ? O l d  s 7.613.3C8 5 7.7!3.';70 5 1.675.656 

s 125.205 
s 3.839.31 
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c 

C; "., 



$ - n ,2 



2 

3 

5 
6 

7 
s 
9 

io 
:1 

:2 

:3  

!4 
!S 

Ib 

:7 

IS 

13 
20 

21 

22 

23 

24 

25 
:5 

27 

26 
?Y 

30 

il  

32 

3 

2005 Furecast 

Faw Comss 
Wavajo 

Sax J u  

2004 Variance: Forcast - Actual 

Fo.x Camlme-s f (39) s; 
Xavajo 5 (362) .R 

sm Juan S (1,700j S 

{E) 

i.619 s 
!.231 s 
6.?21 S 

- E  
420 F 

2.300 s 

:20 s 
2,532 E 

1.701 s 
533 s 

1,798 5 

1.34 

9 . 1  IF 
3.966 % 

E 
s 
s 

(1,619) S 

(5llj S 
(4,923 s 

(1,613) s 
($11) s 

(439?j S 

8 2 5  
(ass) 5 

(5,125) 5 

(285) S 
(710) s 

(2957) s 

s 
S 

5 

t;-t: 
e-12 
Id - L3 

L7- LI 
L% - L2 
L9- L3 

11"11 
Ll i -LZ  
Liz - 1.3 

L13-LI 
L14 ~ L2 
LIS-L.3 

L16-'I 
L17-I.? 
L.lS ~ I J  



5 1 ,.?M 
s I21 k 837 T 8335 s 837 
s 3.966 $ C.i% s 2.258 s 2,242 
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c 



Legisiatlve Advocacy 

Lcgisiativr Policy Research 

Reguistory Advocacy 

Mwkethg 

Public Relations 

Total Expeirses 

ii. Thr, above perceatages repiesent expenses associated wi& 
EETs core dues act%i;res, based on &e operating expense 
categories established by NARUC. Core expenses are hose 
expenses paid for by shareholder-owned ele&ic utizities' dues 

ThC kgisIative advocacy perent wilt differ stigkdy for IliS 
reporting requirements. For 2005, the lobbying '41 for IRS 
reporting is 19.4%. 

* 

v u  of 

6.32?& 

16.49% 

1.67% 

3.68% 

71.31% 

18.75% 

7.71% 

Attachem RCS-2 
Docket No. E-01433A-12-0291 
Page 36 of45 

Docket NO, E01933A-12-(2791 

Scheduie c-s 
Page 2 of 2 

Recommended 

20.38% 

I6.49% 

7.71% 
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Line 
- N o  FE?.G 

1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
l i  

12 
13 
14 
13 
16 
17 
18 
i9  
23 
21 

500 
50 I 
502 
505 
s&j 
5ci7 
5 10 
511 
512 
513 
514 

-& 
920 
92! 
Y23 
924 
9 25 
926 
930 
92 ! 
40s 
408 

s 
$ 
$ 

$ 
s 
s 
s 
s 
s 
5 
s 

950,725 
6.987 

6,348 184 
565,242 

1.315,1(?9 
SO,'lb.2bl 

45 1,403 
1,354.96 5 
7,189.129 
3 ,Ole, I72 
2,944.SI2 

507>602 
7?,003 

125,852 
355,?4 1 

71,30S 
1:588,224 

14,2Il 
2,590 

3,657.904 
26. I73 

892.818 
6.937 

5.068.769 
31,037 

l.W9,65?) 
s,:~ %.la1 

424,032 
1,269,220 
6,546,695 
f.S56,21 ii 
I .897,755 

h 
9 
s 
s 
s 
s 
s 
s; 
6 
s 

A76.618 
71.976 

1 17,844 
363,537 

66.71 i 
2,4 81.57R 

13.307 
2.435 

5,"1.578 
36.1 73 
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$ S.i6,632 
s 6,987 
E 5,386,W 
0 553,436 
S 1,081,327 
$ 77,237,444 
$ 452.093 
S: i,206,841 
$ G,7<6,S41 
$ 2,7:5,793 
$ 1,821,292 

s 445,773 

s I I 1 , . X R  
s 343,393 
s 62,987 
%; 2,283,270 
$ 13.569 
$ 2.290 
$ 3,289,CW 
s 19.309 

5 104,605,559 

$ 69,863 

5 792,069 
s 5.987 
$ 5,1149.025 
$ 472>972 
s 979,437 
$ 77,2?7,444 
5 377,662 
s 1,130,469 
$ 6:i43,930 
5 ,.543:5;29 
E 1.690,251' 
E 
$ 
E 42!,381 
s 65,4?8 
s l04,244 
$ 321,542 
$ 59,GW 
s 2,1.9??,F42 
s f 1,769 
s 2,J44 
s 4.964,?$4 
s 19.399 

$ (31,562) 
si 
$ (337,935) 
$ (344653 
E (102,899) 
E 
$ (24,431:) 
S (75Ji2) 
f (602,9i0) 
$ { l ? I , W j  
$ (i%,&l) 
$ 
5 
$ (27,393) 
9 (4,4451 
$ (7,084) 
5; (2:,ssa) 
s (1,978) 
$ (34,328) 
s $300) 
S :W5j 
s 1475.742 
fd 

s i04.591.808 P (13.752) 

s ii.689.4OJi 
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Directors and Of5cers Liabilitv Insurance. Refer to UDR 1.81; prepaymentst and UDR 1.60, 
insurance expense. 

a. How much Prepaid Directors and Officers Liabijity Tnsurance did TEP include in the 
201 1 rate base (I)  in total and (2) for ACC Jurisdictional? 

b. For the Prepaid Insurance amounts listed in the response to UDR 1.8 1 for account 1401 0, 
show how much of each ofthose amoutits is for Prepaid Directors and O€ficers Liablity 
Insurance. 

c. Refer to the supplemental response to LDK I .60. Did TEP include the $654:200 amount 
listed there for 20 1 1 as its requested mount for DXrO insurance expense? 

I. If not, identify the amount TEP has requested for D&O insurance expense and show 
how it was derived. 

d. On an ACC jurisdictional basis, did TEP request a jurisdictional expense mount of 
$578.640 ($654,200 x 88.45%) as its requested amount for D&O insurance expense? 

1 .  If not. identify the mount  TFP has requesred for D&O inswmce expense on an ACC 
jurisdictional basis and shctw how it was derived. 

RESPONSE: 

a. Total Prepaid Directors and Officers Liability Insurance is as follows: ( I )  Total 
Companj, $2 7 0.572: aid (2) ACC Jurisdictioml. $234,014. 

Please see 7‘EP-r; response to part “a”. h. 

C. Yes. 

d. Yes. 

XESPONDEh’T: 

Pricing @avid Lewis and Anne Litt) 

ss: 
Daitas Dukes 





.riLWL1il~I~IIIL nb0-J 

Docket No. E-01933A-12-0291 
Page .? of 74 

S 

1. identify the cost hy balance sheet account as of f2!31/201f, and by income 
statement account for each montl.l of: 201 1 arid 20 12. 

Space per occupant I 

n. 

0. 

P- 

4- 

r. 

437.22 1 

IdenWy the total cost for floors I tIrough 9, by account. 

1. Identify the cost by balance sheet account as of 12/31/2011, and by income 
statement account for each month of 201 I and 2032. 

Identify in detail bos7 TEP has ztlocated the cost of non-occupied space in total and for 
each floor. 

table, cornpiled 
ions or revision 

Refer to &e response to STF 16.08jd). Please confirm lhat there are no eiplo! ec‘s in the 
LJniSource headquarters building for any of the foflowing afiXates, and if there are any 
employees at the headquarters buifditlg for any of thcse; identify the count ( I )  as o€ 
12!31/2015 

1. IJniSource Energy, Inc. 

2. LbSE 
3 .  th3SC; 

4. LFD 
5 .  ~~~~1~~~~~ 

Show in detaif how each of the cost per square foot figures in tfie response to STF 
16,08(e) %ere derived. 

(21 at presentjmost recent available: 
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IN@ THE 20112 TFP 
R ~ s P ~ ~ ~ ~  

December 6,2012 
Are Ihe costs per square foot fi,wcs in the response tu STF 16.08(e) annual costs? 

I . 
Can the cost of the unoccupied office space in the UniSource headquarters building he 
derived bq multiplying the $263kf listed in the response to STF 16.08(.ei by the number 
of unoccupied spare  feet? 

1 . 
Does E P  have any calcuiation o€ the cost of the unoccupjed office space in the 
UniSource headquarters building? 

1. 

s. 

If not. for it4x-xt pcriod do they represent? 

t. 

If not, explain fully why not. 

u. 

If so, please identi@ and provide those caiculations. 

SVOKSE: November 19,2012 

a. 

b. 

6. 

d. 

e. 

s. 

11. 

1. 

j. 
k. 

Pleace qee TEP's response AECC 9. I. 

Please see TEP's response hECC 9.1 

TEP iiicluded a net $286,055 of operiting expenses in jurisdictional rate base for the new 
UKS headquarters building less the costs associated with the okl LKS headquarters 
buiiding. Pleztt;e see the rate case a d j ~ s t ~ ~ e n ~  labeled Lncome - Building Expense 
A ~ ~ u a ~ i ~ t i o ~ ~ . ~ f  and Income - Buildkg Allocation to AfFxIiates.xfsm for details, (The 
referenced files are located in TEP's electroiiic data room in TEP Uniform Data 
~~questsL4ttachmen~s\,fSJI)R 1 .Ol',Workpapers - Scbeduies\Pro E'onna Adjustments.) 

TFP did not include any rental income for the new L T S  headquartcrs building in 
jurisdictjonal revenue, as there is no rental income. 

TEP estimamYallocated roughly S2.1 rniIIion ($1 -6 million AGC Susrisdictionj to the 
retail space constrvction costs in response to SIT 16.88 that are included in raxe base. 
TEP docs not track operating costs associated with the currently uii-leased retail space. 

Ail ofthe retai1 space is Jocated 0x1 the first floor. 

1. There is 1x1 rettaif space on Floors 2 - 9. The 12,000 gross square footage ('@E') of 
retail is not shown on STF 16.08 TEP IiQ Srxkirig Plan 2012-20-23- 
ConfjdentiaLpdE, which was protided in response to STF 16.08 as a diagram showing 
&e gross square footage md current occupancy of the new TEP h e ~ ~ q ~ a ~ ~ r s  o%ce 
building. 

TEP e s t ~ ~ a ~ ~ d ~ a ~ ~ o c a t e d  rou&ly $16.0 rniIfion ($1 1.8 iiiillion ACC Jurisdiction) to the 
parking constnuxion costs in response to STF 'I 6.08 that are included in rate base. 

None of che und und parkiqg is avaifabte for retail space. i 00% ofthe parking in t 
IQJWS and secured b j  a csuldke?: ECCCSS system. 

lablie in the ~ ~ i ~ d ~ ~ g  for the retail space. 

Yes. 

I. Tlhe City of Tucson Land Use Code s ~ ~ c i ~ c a ~ ~ ~  addresses parking requireinents for all 
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location and the wailability of public parking in the downtown area, no parKing for the 
retail space was required within the building. 

‘IEP is not required to provide parking for tIi17e 12,000gsfof retail space. The Downtown 
Tucson X“artnership on their website states ‘“PA 
parking Dow3tosvn i s  quick and easy. Metered street parking is less expensive than in 
almost any other city (fi-ee on evenings and weckends). Private and public parkjng lots 
and garages are ais5 a great deal. You walk- farther in a malt parking lot than you do 
parking anjwhere Downtown. With parking Downtown, you‘re never €ar from where you 
need to be. For more information about parking downtown, visit Parh-Wise or call their 
oBce at (530) 79 1-507 1 *’ - li~p:!/~~~~~”.downlo~ntucs~n.or~~’get-ilround/par-lrjnd. 

I. 
NG, M;ith over 15,500 spaces, 

m. TEP does not have construction or operating costs by floor for &e U 3 S  headquarters 
building. 

TEP does not have construction or operating costs by floor for the UNS headqwrters 
building. 

TEP does not allocate building costs directly. Building costs are allocated through labor. 
Building costs are alIocated based on total building dollars and not by individual 
building. 

The table shown in data request STF 22.06 {p} i s  not accurate baqed on the followkg 
assu~nprions. The gsf numbcrs as listed in respcmse to STF 16.08 (aj includes all 
coni~non areas, mechanical space, electrical rooms, communication rooms, restrooms, 
conference space, copy rooms. file rooms, brcak rooms, elevators, elevator lobbies, 
dedicated cornpurer room space. an auditorium, area for outside auditors, the main lobby, 
and service areas. The occrrpancy numbers were based on a canparison of vacagt 
cubicles and offices lo occupied cubicles and of5ces. AI1 of the common and ancillary 
areas throughout the entire building are being used by the current building occupants 
every day. 

The entire officc  in^ was dcsigned using a standard tloorplatte ~ e ~ h ~ d o ~ o ~ ~  which 
maximizes all space, capitalizing on s ~ n d ~ r ~ ~ z a t i o n  as a means to operational 
efkiencies. All space assigment is based on pay grade, strictly enforced, and desigmd 
for maximum efficiency. All cubicles are SOsf and in onc of two configurations. The 
offices and conference rooms are common skes and have a s t m h d  fayout. We have 
three office sizes; these three sizes ~ ~ ~ ~ s p ~ n d  to the same size con€erence room. Small 
nfficekonference rooms are 1 XM. Medium o f ~ ~ ~ ~ c ~ ~ ~ f ~ ~ ~ i ~ c e  rvonis are I %Os€- Large 
officdconference rooms are 345s.E and, when c ~ ~ ~ ~ ~ r e d  as an ofice, includes conference 
space within the office. In ~ ~ ~ ~ i ~ a t ~ o n .  if there is no employee with the proper crit-r‘ ” ia to 
be housed in an office, the room is fized with conference room furniture and made 
available for all employee use. 

n. 

0. 

p. 
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q. There are no employees in the LTS headquarters building from affiliates LYS, LWS 

Electric, W S  Gas or IWD. There were approximately 8-10 SES (a Millennium 
subsidiary) employees in the building as of 12/3 1/20 I 1. 

The cost per square foot figures were based on total consmction costs and gross square 
€cmtage. 

The square fool cost for the pmking was calculated bsed  on % of the land cost, direct 
constniction cost, and 20% of the sales tau' plans, permits, and impact fees/ capital cost. 

The square foot cost for the retail space was calculated based Q I ~  !4 of the land cost. direct 
construcrioii cost for the shell building, and 80% of the sales taw' plans, permits, and 
irnpac;r fees/ capiral cost. 

The squdre foot cost for the of%rce space aas calculated based on ?4 or" die land cost, 
direct construction cost for the shell building, 80% of tlic sales tadplans, permits, and 
impact feeslcapital cost, tenant improvements, atid kiiiture iixtures and equipment 
("FF&E"). 
No, the costs per square foot figures in the response to STF 16.08 (e) are based on one- 
time construction costs. As such. they do not represent a time period. 

No, the costs per square foot figures in the response to STF 16.022 (e) are based OB one- 
time construction costs. The unoccupied office space represents vacant cubicles and 
oflice/conference rooms designed for operaliotial flexibility and does not take into 
consideration all of the common and ancillary space as fisted in S'TF 22.06 (p). While 
there are vacant cubicles and offices within the buifding, all of ihi: comrx~oa a id  ancilary 
areas are being used by the cwrent occupants every day. 

r. 

s. 

t, 
. 

u. It does not. 

Steve Sims, Scott Rathbun and Pricing @avid Lewis) 

*=NESS ; 

Michael DeConcini, Karen €&singer, Craig A. Jones and Dallas Dukes 

NSE: December 6,2012 

The response to part "'F' was mistakenly le& out ofthe original response. 

LYS is a holding company and does not have any employees. 
f. 

Dallas Dukes 

~~~~~~~~: 
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Refer to the response to STF 22.06(rj, which describes how TEP ~ a ~ ~ ~ ~ a r ~ d  the cust per square 
foot of ( I )  parking; (2) retail space: and ( 3 )  office space. Provide TEP’s detaitiled calculatjons for 
each: (I) parking; (Z) reitail space; and (3j office space. 

Please see STF 26.07.xIsx for the requested infctrmation. 

Pricing (David Lewis) 

WLTNESS: 

Michaet DeConcini 



TUCSQTI Electric Power 
New Buiiding Expenditures 
Cost per Square Foot 

New Building Expenditures 

Land 
Building [Shelf) 
Ove rhea d 
Te na n t I rn prove me nts 
Furniture & Equipment 
lT Infrastructure 
Data Center 
LEED 
Parking Structure 

8,00~,0~U 

8,750,000 
11,366,834 
4,000,000 
2/500,UOQ 
4,200,000 
1,800,000 

~ 0 , ~ 0 0 , 0 0 ~  

~ 9 / 0 0 ~ , ~ 0 ~  

Cast per Square Foo# 

Retail 
Of ice  
Parking 

281,280 177.76 
281,280 261.61 
249,410 64.15 
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December 6,201 2 

STF 23.1 

UniSource [SIC] Headquarters Building. Refer to TEP's workpapers at TEP (5291) 007029 
through 007071. 

a. Show in detail how the 12.94% (or $12.94) on TEE' (0291) 007031 was derived and 
proyide supporting calcularions in Excei. 

Can the 12.94% (or $12.94) on T€P (0291) 057031 be stated in terms of a cost per 
headquarters emp I o yee? 

1. 

2. 

Can the 12.94% (or $12.94) 011 TEP (0291) 00703 1 be stated in ternis of a cost per square 
foot? 

b, 

If not, expfain fuUy why not. 

I[€ so, show the equivalent cost per emptoyee. Include supporting cafculations. 

C. 

I .  

2. 

P a p  TEP (0291) 007031 shows the 12.94%) as a percent. Pages TEP (0291) 007032 and 
007033 shows the Current Rate ol: $12.94 (as a dollar mount). Is the $12.93 applied by 
multiplqing TEP houss charged lo W S G  and LWSE? 
Pages TEP (0291) 007032 and 007033 list hours alhaated from TEP to UNSC and 
WSE.  Identify for each year. ZOO?, 2010 and 201 I tIic comparable TEP hours that were 
nor allocated to any affrliares. 

Ti7 each year, 2009. 2010 and 201 J were there additional hours for SES and contractor 
personnel located at the headquarters? If so: 

I .  

If not, explain hIly ~ ' h y  1101. 

If so, show the equivalent cost per square foot. Include supporting calculations. 

d. 

e. 

f. 

Identify the hours for the SES personnel located at h ~ ~ d ~ ~ a ~ e ~ ~  for each year and 
show how the building cost related to them was aIJocated and charged. 

fdentifJT the hours €or ~ o ~ ~ ~ ~ ~ a t e d  contract personnel located at ~ e a d ~ ~ ~ ~ e r s  for 
each year and show how the building cost related to them was allocated and 
charged. 

2. 

~~~~~~~~ 

a. 

b. 

Please see STF 23.5-Confii3entiaf.~Xsx provided in response to STF 23.5. 

The $f2.9&%our can be stated in terns of a cost per TEP Tucson ~ ~ ~ ~ - S ~ ~ i n ~ ~ ~ ~ l ~ e ~  
employee (not just those at h e ~ d ~ ~ ~ ~ r s ~  by ~ ~ l t i p ~ ~ ~ ~ ~  it by the m m l  labor hours of 
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ING TBE 2012 TEP 

December 6,2012 
an employee of 2,080 hours (52 weeks x 5 days;weel s S hours per day), Therefore. the 
total facility cost per TEP Tucson employee for all “PEP facilities is $26,915/year ($17.94 
x 2.050). 

c. No. The costs in the calculation include non-square footage costs iiicluding security. ax 
and retxm, etc. Please see costs included in the calculation in STF 23.S-Confideii~ial.~15~ 
provided in response to S’ff 23.5. 

The $12.94 applied is allocated based on TEP Tucson personnel hours charged to 
affjliates. 

d, 

e. See TEP Tucson employee hours not allocated to affiliates below: 

2009 2010 201 1 
I2/31 TEP Tucson 
Employees 1,024.00 1,051 .so 1,04575 

Haurs/Year 2,080 2,080 2,080 

Total Hours 2,134,080 2,f8?.120 2,375,160 

iliours Allocated lo 
Affiliates 37.277 3 7,764 44,944 
TEP Tucson Hours not 
hllocatcd 2,096,803 2.149.356 2,330,216; 

TEE” personnel moved into the new headquarters building Noscmbcr 2011. Building 
coslc are not allocated and charged for SES or contractor hours. 

f. 

ESP NT: 

Steve Sims 

~ ~ r ~ ~ s s :  
Karen Kissinger 
S ~ ~ ~ P ~ ~ ~ ~ F , ~ ~ A T ~  ~ ~ ~ ~ ~ ~ S ~ :  ~ e c e ~ b e r  6,2022 

Vpon re.riew of the response to 23.I(e) it was noticed that the resporise only included TEP 
Tucson hours allocated to f _ K S  Gas. As such, below are the revised anounts for 2009-201 I as 
uell as September 2012 year-to-date. 
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Se Dternbe P 
201 2 

E P  Tucson Employees 1,Q26 0 1.051.5 1,045.8 1,054.5 
Hoursly ear 2,085 2.080 2,080 
Hours thm 9130112 @ 75% 1.566 
Total Hours 2,134,085 2,287,120 2,175, If30 7,645 020 

Hours ABocated to Afiifiates 99,669 95,197 100,452 74,0? 9 
TEP Tucson Hours not Allocated 2,034.411 2,091,923 2,074,708 2,571,001 

% of hours Aiiocated 4.7% 4.4% 4.6% 4.5% 

Steve Sims 



Annual Incentive C o ~ ~ ~ ~ s a ~ ~ o n .  Please review the ~ o l l ~ w i n ~  table and confirm thai it 
accurately reflects thc total company and ACC jurisdictional amounts o f  annual incentive 
coinpensation expense that TEP has requested in its filing. If any amounis 31-5 deternikied to not 
be completely accuraze: please provide rcplacernent infonnatjon, with references, so the 
information on TEP's requested amounts for aniiual irtccntive compensation, by account. is 
compie~efy accurate: 

TEP R~queskd 

Total Cornany Factor Junsdict mal  
JUrt3dlZti3rIal 4cc 

(C] = (A) -qB) @) .;E:F(Cj* p) 

%.SI9 S 139,446 089067 S 123.LXl 
90.333 I 1,536,901 0.89Crj7 E 1.1c4.m 

388.687 S 976,2552 0.00000 k 
41.033 $ 103.06 0.mm $ 

205.015 $ 514.925 089067 $ 458.632 

35;269 I R8.585 1tm $ 88.585 
142.3C6 $ 357,417 l f r n  s 357,427 
2.502 5 56,519 l<W@N $ 56,519 

1oo@N $ 376.sb 
08St29 $ 2.084.782 

11 M0S FIC4 Tax 0.74i17 $ 348.890 
$ 5,059.310 

The table i s  mostly accurate. FERC 0902 noted on the tables should be FERC 0920. There is B 
slight footing a d - j ~ s ~ ~ ~ r  due to rounding: $5,059,3 10 should be $ 5 , 0 9 , 3  1 1. 

Pricing (Anne Liu) 
ENT: 

Craig A. Jones 





Incorn:: - PPFAC Adjustment.pdf 

TUCSON ELECTRIC P~~~~ ~ O ~ P ~ ~ ~  
iNCOlE  STAYEIGENT PRO FORMA ADJUSTMENT 

TESTYEAR ENDED DECEMBER 91,2011 

1 I i 1 I I 

i I 
7 
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October 16,20112 
STF 9.12 

PPFAC adjustment and base cast of fkef and purchased power. 

a. Is &e $9,255,592,991 item, “Revenue - including Fuel, Prttcl~ase Power and Ptrrcfia;;e 
Transmission Revenue” on TEP‘s PPFAC Adjustment workpaper, supposed to be a k%*h 
sales quantity. rather than a dollar amount? If not, explain fully. 

Were &e actual test year sales 9,332,107,046 kWh (sliown on line 24 “Adjusted Sates 
(kWhY’ column. of TEP’s workpaper “Customer and Keather ~ d - ~ u s ~ ~ ~ t  Summary)?* 
If not, explain hl lq  what the 9,332,107,011-6 k\;5;h cm line 12 of that TEP .f~orkpaper 
represents. 

Show in detail esactty how the “PPFAC“ rate of 0.031367 was derived Erom the 2012 
PPFAC forward rate and the a\ erage system base rate:. Iiiclude supporting calculations. 

Can the test year base cost of h e 1  be derived by dividing the PPFAC includable costc by 
the test year recorded kWh sales? If not. explain fully why I IO~.  

Provide the test year recorded cost of f u d  and purchased power and purchased 
transmission by account. This should include each cost and account tkat is currently 
includable in TbP‘s PPF AC. 

b. 

C. 

d. 

e. 

f. Does the $292,189.693 amount on TEP’s PI’FAC morlcpaper include any costs or 
expenses that are not currenll~ i~icludable in TEP‘s PPFAC { e g ,  for any costs that are 
not cwrentIy includable in the PPFAC but for which TEP is requesting hc included in the 
PPFAC prospcctivzly)? 

1> 

3)  

I€ not, explain fully why not. 

If so. identify a11 such costs, by account 

RESPONSE: October 5,2012 

TEP is in the process of gathering this information and will provide it as soon as possible. 
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NSE TO 
012 TEP U T E  CASE 

October 16,2612 
9,285,592.991 Ich. giving test-year adjusted revenues of 5292.598,320. I-Iowcver, the 
requested $.03 167/’kWh stift provides a valid PPFAC average rate between cuseomei 
classes and will ultimately be tnied up under the PPFAC Plan of A d r n j ~ i ~ ~ ~ a ~ ~ o n .  

If a new base cost of fael u7erc io he established based only on test-year fuel COSTS, die 
ansu’er to the question is yes. The total unadjusted iiicfudible costs of $270,867,779 
divided by 9332.3 07,046 kWh woufd equate to $.02903.k%’h, This would represent the 
average test-year base cost of &el Billed , Booked. 

Please see STF 9,12.x!sx. The Exccl file is sot idzntifkd by Bates numbers. 

KO. it does not. At this time, estimates are not material [or knoi57n prospective cost 
changes. 

d. 

e. 

E. 

Pricing (Brenda Pries and David Lewis) 
V~~ITNESS: 

Cmig A. Jones 



Tucson Electric Power 
PPFAC Recovery by FERC 

FERC 5escription Amount 
501 Fuel (Steam) 196,611,389.72 
547 Fuef (other Productian) 27,551,277.68 
555 Purchased Power 41,287,756.10 
564 Wheeling (Transmission of Electricity by Others] 5,417,355.57 

Total PPFAC Recoverable Costs 270,867,779.07 

STF 9.12.xlsx Total Recoverable Cost by FERC 



Tucson Electric Power 
PPFAC Recoverable Expenses 

Test year Fuel expense Incurred 

Less: PPFAC A d j ~ s ~ ~ e ~ ~ s  
Deduct F M R  Accretion 
Deduct Spn'ngerviife 3 
Deduct Springen4lie4 
Deduct San Juan Coal Contract 
Excluded Portion of Coal Handling Capital tease interest 
Excluded Portion of Caal Handling tease Amortization 
Other Excludabie 501 Cost 
Add Cash Payments for FMR FAS 106 
fncludabie Transmission Expense 
Exclude Jurisdictional Allocation 

Less: Short Term Safes 

Less: Other Adjustments to PPFAC 
CfC Revenue ColIected 
In-Kind Trans Loss (Associated pre PPFAC transadlionsf 
Unbilfed 
Remote Fuel 
luna Gar PNM Accrual 

Total Other PPFAC ~dj~stm~nts 

Total Net Recoverable Costs 

Less: PPFAC Booked / Billed 

Totat Billed / Booked PPFAC eli 

Test Fuel Expense incuwed 

Less: PPFAC Booked / Billed 

ear ~ ~ j u ~ ~ e ~  Fuel Balance (per 

437,392,280 

(3,034,462) 

(3 293,783) 

1313 244f 
(303,3911 
1,294,189 
1,044,539 
3,974,782 

(39,461,512) 

(4,997,788) 

~ ~ ~ 0 2 ~ , ~ ~ ~ ~  

[35,!358,01!3) 
(530,511) 
120,157 

(1,533,338) 
(150,725) 

(46,027,671) 

(76,289,682) 

(38,052,435) 

27'3,032,492 

(6,164,7133 

437,392,28 

STF 9.12.xisx 







TUC 
kiT 

Industnr Association Dues. Please list all ~ ~ ~ ~ ~ e r ~ h i p  payments made to industry associations 
(e.g., Edison Electric Institute, et&.> requested for recovery dwing the test year. Identi@ the 
account into which such amounts are charged. 

a. 

b. 

State the purpose and objective of each organization listed. 

Provide descriptive material the Company has concerning each organization‘s fmmcial 
statements, annual budget, and activities. 

Do my of the orgaiiizations listed engage in lobbying activities, attempts to influence 
pubIic opinion, institutional or image-buildir-tg advertising? If so; list e;wh organization 
which engages in such activities, and state the Company’s besr estimate of the portion o f  
the organization’s expenses devoted to such activities. Explain a id  show how such 
estimates w r s  derived. State if the Company has included the ponions of dues related to 
such activities in the test >ear. 

For ea& of the orgmimtions identified, please describe how the Compaq perceives 
such expense to benefit ratepayers. 

c. 

d. 

RESPONSE: 
Please see put ’-a*’, belo-,, for the membership payments made to industry associations requested 
for recovery during the test year. The account used )vas FERC 930. 

a. . I!tili& Air Redator \ :  Grour, (“tJiZKG”). UARG is a vofunrary association of electric 
rrtility companies and organizations established to advance the interests of its members at 
the federal level in air quality regulation rnatlers by: i) participating in administrative and 
regulatory proceedings; ii) advocacy before administrative 2nd regulatory agencies; and 
iii) conducting litigation. L;ARCi also provides its memhers with interpretations and 
clarifications of federal air regulations. 

TEP’s total ducs for IJARG in 2011 were $143,170, which included $138,970 for 
standard dum, calculated based on total generaling iimcplatc capacity and total gas-fired 
v generation nameplate capacity. and 55,000 for a special assessment. No portion of the 
dues relates to lobhying aciivitizs. 

Western Energy Supplv and Trmsmission (“WEST”) Associates. WEST Associates is a 
coalition of 1 0 cooperative, public power and investor-owmd electric uti1 hies serving 
over 12 million customers in 11 Western states. SVES? Associates advocates on behalf 
of the member utili~ies to ensure that uniquely western issues ~ ~ ~ a c ~ ~ ~ g  member 
companies and their operations are recognized in federal, state and local regulator). 
proceedings. 

TEP’s total ducs for WEST Associates in 201 I were 
generation. 

12,632, based on total energy 



m y  13,2042 
Edjson Electric Instimute (“EEI”). EEI is the associarim o f  Z-.S. s ~ ~ ~ e ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ d  
electric coniparies, Organized in 1933, EEI s w k s  closely wirh a11 of its members, 
representing their interests and advocaling equitable policies in Iegi dative aid regulatoiy 
arenas. Please see part %”. below, for dues paid. 

Tftilitv Solid Waste Activities Group (‘‘‘ESWAF). Please see the files listed below and 
on the enclosed CD for US WAG membership and dues information. 

- - I ~  - 
G Mcnibcr Assessnient Form. 

The USW-4G membership costs xi: charged as follows: 90% IO TEP aid 10% 10 LWS 
Electric. 

“lvaugh TEP‘s membership in these organizations, the Cornpmy possesses ~ ~ ~ o r ~ ~ ~ t i ~ ~ ~  
on the budgets or activities of rhese ~ r ~ ~ j ~ ~ j o ~ ~ s ,  that information could shed light on 
strategic direction and is considered cctnfrdcntial business idonnation. I ~ ~ f o ~ ~ ~ a t ~ o ~  
about the associations’ finances and activities is available on public websites and 
mcniber-ody wehites. Bo& EEI and USWAG have public wehsites, but restrict 
confidential infomiation to thejr member-only websites. UARG and WEST only have 
membcrs’-ody sites. These sites require membership arid password access. 
LiARG‘s charter specifically excludes Iegislative lobbying activities. 

WEST Associates t d  engage in very limited lobbying activity when approved by the 
Board in order to ensme prudent policy and regulation affecting menher operations. Due 
to the limited lobbying activily. it is extremdy difficult to estimate the percentage of total 
dues dedicated to this activity. TEP has included the entire a m u d  dues mount in &e test 
year. 

EEJ and LJSJVAG engage in legislative advocacy activities. ‘fhe portions of the dues 
related to such activities were per EE3’s letter of March 29. 201 2 and have becn excfuded 
in the test yew, this ineludes EEX’s lobbying efforts to preserve or retain significant 
funding from Congress for the losv-income home-energy assistance program. PLeasc see 
the file, UDR 1.55 EEI 2011 Lobbying Letter.pd< Bates Nos. E,P’\003284, on the 
enclosed CD for the rekenced EET letter. 

b. 

c. 



TUG 
zi‘ 

July 13,2012 

-I---- ”Per EEf March 29 201 2 Letter - Copy ; 
attached. 1 J 

d. Compliance with fedcral air quality regdatiuiis can result ill the need to install and 
operate pollution ~ontrol  equipment costing k~mireds of millions of dollars. UARG‘s 
involvement in xlew nilemaliings and rule updates provides a check against overly 
burdensome and costly regulations. When federal agencies pass re_wlations that overstep 
their authorityy, UARG has a strong track record for having those regulations rescinded or 
modified, resulting in reduced operating costs €or UARG members. 

Compliance with state and federal regulations impacting both generation and 
transnzission operations can result in significant increases to operating cost that will 
ultimarely be passed on to customers. WEST Associates seeks to educate policy makers 
about those impacts from a v,esteni perspective mid to ensure that only pmdeiit 
regulations are applied to utili5 operations. 

Similarly. EEI works to ensure favorable regulatory outcomes at the Federal Energy 
Regulatory Co~mission, the Department of Energy, the Environmental Protectioll 
Agency and other federal agencies through direct dialogue, a d  formal comments on key 
p o k y  issues affectizg the electrk utiIit5~ industry. In addition lo public policy 
leadership, EET provides crilical industry da% strategic business intelligence, and one-of- 
a-kind conferences and forums. All of which assist TEE’ in reducing operating costs, 
which savings are passed on to our customers. 

USETAG allows TEP to stay informed on various waste issues refating to Resource 
Conservation and Recovery Act (%GK4‘‘); the Toxic Substames Conrrol Act (I’TSC,Yj, 
and the Hazardous ~ a t ~ r i ~ l s  ~ r ~ s p o ~ ~ ~ o ~  Act (T-P4Tz4**). Issites include proposed 
rulemaking, regulatory i ~ t ~ ~ ~ c ~ ~ ~ ~ o ~ ~  regulatory conipfimce, and ~~~~~~~~~1 counseling. 
These benefits result in a more efficient and effective Corporate ~ ~ ~ ~ ~ ~ ~ ~ c n ~ ~  Services. 
Thc howledge crbti&ed from memb aid ~7ould be nearly 
impossible ta obtain from any single e price .chat is realized 
thpougli the power of die menibership c o ~ s ~ ~ i ~ .  

WT: 
Pricing, Chuck Komad~I~a, Erik en and JeErey Yockey 

Dallas Dukes 
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Tucs 
STA@F’S ~L~~~~~~ SET 0 P RATE CASE 

October 19,2812 
STF 11.10 

Prcyerty Taxes. Provide the rimelirie of property tar; assessment. expense rccarding arid property 
tax payment that zpplies to TEP in years 201 1 and 2012. 

For Tax ’)-ear 20 I I, relevant dates are as fallows: 

Assessment date 

Lies date January I, 2011 

Expense Recording 

Payment Due Dates 

Payment Delinquent Dates 

Jmuary I. 201 0 

50% in 201 1 and 50% in 2012 

Octaber I ,  301 1 arid March I, 2012. 

h’ov. 1.2011 and Map 1,2012 

For Tax Year 2012, relevant dates are as follows: 

Assessment date January 1,201 1 

Lien date January I I 20 I2 

Expense Recording 50% in 201 2 and 50?4 in 2013 

PdyiiltXlt Due Dates October 1,2012 and March 1,2013 

Payment Definquent Dates Nnv. I, 2012 and May 1,2013 

Rigo Rarnircz 

Karen Kissinger 
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ELECTIPIC P ~ ~ ~ R  
T OF DATA REQUES 

T NO. ~ - ~ 1 9 3 3 ~ 4 - ~ 2 - 0 ~ 9 1  
October 15,2012 

STF i1 . f  I 
Property tax expense. 
a. 
b. 

c. 

Identify the mount of property tax expeme requested by 
Tdentifq. the mount  o f  property tax expense recorded by TEP on its hookc in each year 
subsequent to xhe test year used in its last rate c a e .  
Has the Conipany ever tested the method it uses to produce pro foana adjusted property tax 
expense for ratemaking purposes against its actual property tax expense? if riot. explain 
filly why not. If so. $ease describe all such testing and show ail results. 
If a method of estimating property taxes in rate cases seems logical hut is in fact producing 
estimates of property tax expense that sigiiilicantlq overstate the utiXity’s actual propcrty 
tax expenses in all actual knou7n years a&er the test year, would that call into question the 
accuracy of the estimation method? If not. explain fully why not. 

in its last rate case. 

d. 

R ~ S ~ ~ ~ ~ E :  
a. fn i t s  last rate case, ‘ I W  requested $30,751,386 and in Decision, KO. 70628 the 

Coinmission approved $3 1.583,027. Both the requested amount and the approved m-iouiit 
excluded property taxes related to Springerville Unit 1 and PV property. 
Please see the response to UDR I .66. 
No. The Commission has had a lorig staiidIiig policy of computing items on a standalone 
basis. For example. the Commission‘s stand alone poiicy can be seen on page 21 of its 
Decision No. 5995 1 ,  jwued in January I997 in connection with a rate case of the Arizona 
Electric Division o f  Citizens Utilities Company (“Citizens”). The Citizens filing included 
pro foima income taxes computed using a -35% Federal rate, reflecting the fact that it 
pmicipated iri a consolidated tax return. The Conmission rejected the use of a 35% raze 
and ordered use of a 34?4 riitct because that rate Qould apply on a standalone basis. 
TEP has followed this standalone policy when calculating property mxes ia this rate case. 
This approach was used b) TEP and approved in its last rate case (Decision ;No. 70628). In 
addirion, all LXS affiliares have folloxved this standalone policy in their respective rate 
cases when calculating properly taxes. This methodology has been accepted by 
Commission Staff. 
The Company does not expect pro forma pmpeny tax expense for ratemaking purposes, 
computed on a standafoiie bask, to produce the same results as a c m l  property tax biIXs, 
Actual property tax bills are computed on a combined basis. 
As explained in part c ,  the ~ e ~ o d  of c ~ ~ ~ ~ t ~ n ~  property taxes is ~ o ~ s i s t ~ ~ ~ t  with past 
C o ~ i s s i ~ ~  directives for c o ~ p u ~ ~ ~ ~  items on a st‘mdnloiie basis. 

b, 
C. 

d. 

SP 
Rig0 Karnirez 

Karen Kissinger 



TEYs response to STF 1 1.1 f fc) refers to &e use by &e electric division of Citizens Utilities of a 
34% and a 35% federal income tax rate. During aiiy of the past 10 years has TEP used a 340% 
federal income tax rate eirher ( I )  on a tax return or (2) for ratemaking purposes? If so, identify 
the circumstances. If not. explain fully why not. 

~ ~ P ~ ~ ~ E ~  

TEP has not used a 34% tax rate on a tax retwn or for r;iteni&iiig purposes in the last 10 years, 
since TEP's taxabIe income has not f a l h  within the 34% tax rate range of $335.000 lo 
$ I0,000.000. 

Jason Rsdanacher 

WLTNE s s : 
Rarm Kissinger 
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OKSE TO 
2012 YEP RATE CASE S ~ ~ ~ ~ ’ ~  FJ 

S e ~ t ~ ~ b ~ ~  7,2812 
STF 1.066 

Rate Besign: Please provide in an Excel worksheet (with all supporting inputs, data sources aiid 
information defined) the monthly participation history (and dollar value) since January 3008 
through the present of the number of customers on the Green Wans program. -Use, please 
provide any research or surveys performed on this issue. [Jones Direct 48:3 J 

RESPONSE: 

Please see STF 1.066.slsx for the requested information for Jmuwy 2009 through Jufy 2032. 
TEP is not providing 2008 data because it u7ould he unduly burdeiisome to obtain the 
icforrnation in the time requested, because Green Watts reports were nor developed to track 
monthly d a a  prior to 2009. 

RESPORIDENT: 

Priciiig @avid Lewis) 

WTTNESS: 

Craig A. Jones 

Arizona Corporation Commission  commission" 1 

Federal Energy Regulatory Commission (‘‘FERC”) 
Lost Fixed Cost xecu\7efy (““LFCR”) 
Time of Use ~“‘I0U’’j 
Tirrcnn F1Pcrrir PnuiPr fnmnnnv I-‘TFP’^ nr rhr Tnrnnnnv‘“i T;V< f;ni Tnr. i‘TKC; Gns“’t 

L3S Energ Corporation b-2 UniSaurce Energy Corporation rut.jS”) 
UniSotrrce Energy Services {“UES”i 
UniSource Enzrgy Development Comprtny i,,LTD’’) 
LNS Electric. Inc. (..OS Electric"") 



G r ~ e n ~ a ~ 5  
january 2009 Through July 2012 

STF 1.c166 

Commercial Commercial Residential Residential Total Company 
Date Customers Doliars Customers Dottars Doll a cs 
JAN-09 
FEB-09 
MAR49 
APR-09 
M A Y 4 9  
JUN-09 
J U t-09 
AUG-09 
SEP-09 
0 CT-09 
N ov-09 
DEC-09 
JAN-10 
FER-10 
MAR-IO 
APR-10 
MAY-10 
JUN-10 
JUL-10 
AUG-10 
SEP-10 
om-10 
NOV-10 
DEC-10 
JAN-11 
FEB-11 
MAR-11 
APR-11 
MAY-11 
JUN-11 
J U L - l l  
AUG-11 
SEP-11 
OCI-11 
NOV-11 
DEC-11 
JAN-12 
FEB-12 
MAR-12 
APR-12 
MAY-12 
JUN-12 
JUi -12  

STF 1.066.xlsx 

48 
46 
48 
48 
45 
50 
50 
48 
46 
45 
39 
43 
40 
43 
43 
43 
41 
41 
43 
46 
46 
46 
44 
45 
47 
45 
46 
46 
46 
44 
40 
42 
40 
38 

40 
40 
40 
40 
39 
39 
37 
39 

38 

$1,137.50 
$1,475.50 

$1,427.00 
$1,592.00 
$1,187.00 
$1,391.00 
$1,35 2.00 
$1,352.00 

$154.50 
$1,078.50 

$1,13450 
$1,244.00 
$1,353.50 
$1,398.00 
$1,O8S.W 
$1,286.00 
$1,239.50 
$1,071.50 
$1,236.50 
$1,236.50 
$1,229.50 
$1,257.00 

$1,086.00 
$1,126.50 

$1,094.50 

$13 3 5.50 

51,244.00 

~ss6.ao 

$1, 124.50 

$1,109.00 
$893.50 

$809.00 
$805.00 
$802.00 
$8 12.00 
$812.00 
5812.00 
$72 1.00 
$771.50 
~ m . 5 ~  
$756.50 
$766.50 

$802.00 

2,176 
2,070 
2,163 
2,184 
2,124 
2,206 
2,196 
2,179 
2,106 
2,145 
1,941 
2,118 

2,007 
2,088 
2,074 
1,954 
2,035 
2,034 
1,953 
2,012 
1,924 
1,911 
1,922 
1,987 
1,905 
1,964 
1,957 
1,952 
1,936 
1,747 
1,900 
1,888 
1,792 
1,802 
1,791 
1,836 
1,818 
1,803 
1,792 
1,774 
1,698 
1,745 

2,OLO 

$8,038.50 
$7,527.50 
$8,318.50 
$8,459.00 
$7,796.50 
$8,520.50 
$8,123.50 
$7,990.50 
$7,602.00 
$7,864.00 
$7,054.50 
$7,692.00 
$7,307.00 
$7,301.00 
$8,241.00 
$7,952.00 
$7,146.00 
$7,608.00 
$7,437 .00 
$7,102.50 
$7,399.50 
$7,014.00 
$6,990.00 
$6,945.50 
$7,248.50 
$6,965.00 
$7,695.50 
$7,l66.50 
$7,052.50 
$5,575.50 
$6,401 .00 
$7,537.50 
$6,928.00 
$6,523.00 
$6,541.00 
$6,492.50 
$6,6&3.50 
$6,641.50 
$6,80~.00 

$6,593.00 
$6,103.50 
$6,327.00 

$5,543.00 

$9,176.00 

$9,854+00 
$9,886.00 
$9,388.50 
$9,707.50 
$9,520.50 
$9,342.50 
$8,954.00 

$8,133.00 
$8,936.00 
$8,441.50 
$8,545.00 
$9,594.50 

$8,231.50 
$8,894.00 
$8,676.50 
$8,174.00 
$8,636.00 
$8,250.50 

$8,202.50 
$8,214.50 
$8,05 1.00 
$8,822.00 
$8,291.00 
$8,147.00 
$6,685.50 
$7,294.50 
$8,339.50 
$7,737.00 
$7,328.00 

$7.303.50 
$7,495.50 
$7,453.50 
$7,523.00 

$7,364.50 
$6> 860.00 

$9,003.00 

$S,OlrS.SO 

s9,350.00 

$8,ZlS.50 

$7,343 '00 

$7,314.50 

$7,a9 3.50 
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TU E 
STMF’S ELEVXN 7 

October It;, 2012 
STF ILK3 

GreenKatls. Refcr to the responses lo LBR 1.89, STF f .066 and to T E P ( 0 2 9 1 ) ( ~ 0 ~ ~ ~ ~  through 
206. 

a. Provide the GreeriWatts Revenue regulatory Iiability amounts in account 24600 (and 14600 
if there are any asset amounts) for each month after 12i3 11201 1 throu@ the present. 

b. Provide the projected GreeaWatts Revenue (account 40290), expenses (by account) and net 
regulatory liabifity m o u n t  in account 246 projected by month though the effective date of 
new rates in the cwrent TEP rate case. 

If there is a balance remaining in the account 216 for GreenWatts and if the ~ r ~ e n ~ ~ ~ ~  
program is terminated as of the effecrive date of new ratcs in the current TEP rate casc. 
what docs TEP propose to do with the balance that remains in account 246? Explain fdb, 
Refer to TEP(O293)007205. Provide more detailed explanations for the debit items fisted 
there BS ”5360 - TEP REST Adjustment USD.” Explain in detail what the payments arc for 
md identify the payee, Also, explain ~7hy the debits axe being recorded in .the Green Watts 
Program revenue account. as opposed to being recorded in an expense account, 

c. 

d. 

RESPOR’SE: 

a. l a n u q 2 0 1 2  $(19,872.O3) 

February 20 12 q27325.53 

March 2013 5(34,854.53) 

April 20 12 $(33.271.8-1-) 

h4ay 20 I2 $(I 1.1 15.75) 

.Tune 20 12 $( 17,975.78) 

July 20 12 $(35,069.28) 

Augpt 20 12 $(32,65 8.78) 

Due to the immateriality of the revenue, ir has nor been forecasted. %”hen the new rates are 
approved and put into place, the revefi~ie from GrxeiiW&ts wi11 be krminated. 

l€ there is a bafaixce remaining in account 236 for ~ r e e ~ ~ ~ a ~ s  and the 
terminated, then TEP will use that to ~ O R S ~ X U C ~  a new system. Unless otlienvi 
TEE’ would use the money for a system sized appmpriatety considering the b 
account. Currently, costs for an installed p h o t o ~ o ~ ~ ~ c  (“V”) system raiige between $2.50 - 
$3.50 per xv&L Any ining i ~ ~ ~ a ~ ~ c e s  could also be applied to the Renewable Energy 
Standard and Tariff ( 

GreenWatts revenue is collected t ~ r o ~ ~ ~ ~  the Customer Care Bilfing f‘.CC&W) System. 
Revenue coltected in excess of e ~ ~ e n d ~ ~ r ~ s  .for a given period is deferred on the balance 
sheet (Debit 40290.5635; Credit ~ ~ 6 ~ ~ . ~ 6 3 j ~  Cumcznt ~ e ~ ~ ~ a t ~ ~  L ~ a ~ ~ i i t ~ - ~ e ~ ~ ~ ~ a ~ ~  
Revenue). ~ ~ ~ ~ ~ d ~ ~ r ~ ~  in excess o f  collections are deferred on the balance sbcer (Debit 
14600.5635, Current Regulatory Asset, Greenwatts Revenue; Credit SX 5 ~ ~ . 0 0 0 ~ ~ .  The 

b. 

c. 

d. 
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ST:%FF'S ~~E~~~~~ SE PRATE CASE 

October 15,2812 
CUIXR~ regulatory assct is reduced by collections anti1 the balance is zero (0). The 
r-eguiatory liahilitj+ is reduced as expenditures in excess o f  the current month's collections 
are incurred. Please szc STF 11.03 TEP GrccnTVatts 2013 3360 Rclated-xls for the 
transactions among The various accotmms for the requested period. 

Excel files are not Bates slampcd. 

Payments for Grcen %"at& Projects: 

TEP ~ ~ e ~ n ~ ~ ~ s  revenue recognized during 2011. relates ta the  ~ ~ l ~ o w i ~ ~  projects: 

Project Name Payee Arnaunt 

26,136.72 
2,984.62 

Reid Park Zoo Elephant 
Habitat 

Pricing, C.armine Tifghtnan, Carolyn Owen and Georgia Hale 

RTTNESS: 

Craig A. Junes 

Schott Sotar and 
SMA American 
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5"s ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ A L  KSE T 
UESTS - 2062 TE;P 
8. E-01933A-12-02 

September 25,2012 
UDR 1.36 

Paw-oli. Jncentivc Profxdms. 

a. 

b. 

Please provide complete copies of m y  bonus programs or iiicentive award programs in 
effect at the Company for rhe most recent thee 5 ears. 

Identify all incentive and bonus progmm expense incurred in 20 f 0 and 20 1 1. Identify the 
accounts charged. 

Identi& all incentive and bonus program expense charged or allocated to the Company 
from aEliates in 20 10 and 20 t I. 

C. 

R ~ S ~ ~ ~ ~ ~ :  July 13,2012 

a. Please see E13's response to L;DR 1.35 for the description of the short term incentive 
program avdable to TEP non-union employees related to their annual compensation, 
Union employees are not eligible for the short term incentive program - their annual 
compensation is not based in part on performance incentives as is the case with non- 
Uziion employees. 

Long-ten Incentive Promam: 

As set forth in the Direct Testimoa:, of Karen Kissinger, TEP i s  not seeking recovery of 
the Long-term Incentive C'LIT') Propmi in this rate case. Notwithstanding the 
relevance, TEP slates that TEP Officers are eligible to partkipaxe in a long-term incentive 
program. Please see the file. ['DR 1.36 201 f LTI Tern Sheet-Confiden~iiit.pd.f, Ratcs 
Nos. TEP\O03173-O03 180 on the enclosed CD for %he description of the program. 

Bates Nos. EP;00; 173-003 180 contain confidenlial information and are being provided 
pursuant to the terms of the Protective .4geement dared July 6,201 2. 

Please see the file. URR 1.36 hcentive Compensation and Ronuses.xfs. on the enclosed 
CD for inccnrive and bonus progmm expense incurred in 2010 and 201 1 and accounts 
charged. The Excel: file is identified by Bates numbers. 

There was no incentive or bonus program expense charged or altoczted to TEF' from 
affiliates it1 201 0 or 201 1. 

b. 

c. 

Gabrielle Camacbo, Georgia Hale and Ann Eckert 

~~~~~~~: 

KareR Kissinger 

XTAL NSE: S ~ p t ~ ~ b e ~  25,2 
In response to STF 5.16, U'DR 1.36 hccntivc Compens&tion and onuses (SEW).xls is hereby 
added to part b to include the S E W  detail. 



SPONSE TO 

$eptemtPer 25,2012 

Gabride Carnacho, Gmrgia Hate and h n  Eckert 

’CV$TNESS : 

Karen Kissinger 



b9 
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ONSE T 
STAFFS 2812 TEP R4TE CASE 

October 5,2012 
DOCKET NO. ~ - ~ 1 ~ 3 3 A - ~ ~ ~ ~ 2 9 ~  

STF 9.01 
Overhaul expense, past actual information for additional overhaul cycles. 

a. Please provide overhaul expense by unit for 1994 through 2003 similar to the actual 
i n € o ~ a t i ~ ~  shown on ~ ~ ~ ~ ~ 9 1 ~ 0 0 7 2 4 ~ .  

S ~ ~ ~ ~ E  : 

Please see STF 9.0 1 P m t O v e r h a u l - 0 u t a $ ~ ~ o ~ n a ~ ~ ~ a ~ ~ ~ n ~ l  1999-2003.pd6 Bates No, 
TEp',O23195: for the requested infomation. Records prior to 1999 are not avaifabIe tlirough 
E P " s  current ERTvf system. 

~~~~~~~~~: 

Mark h.laiisficid 



mracnmcnx K L M  

Ducltet KO. E-0 1933.4- 12-0291 
STF 9 01 PinfOverhaul-0u:ageNon?laiizati3fii/'i 1999-2003 pdf 

Page 41 of 74 

Tucson Electric Power Company 
Overhaul O&M Costs 

1999-2003 

Oiitaae Type (Major or Minor) 

Plant 

F o x  Conerrs unit 4 
Four Corners unit 5 
Navajo uiiit 1 
xavajo unit 2 
Namjo unit 3 
Sm Juan unk l  
Sa0 Juan unit I! 
;,una 1 
Zuza 2 
Springerville unit I 
Springervilie unit 2 
!rvin@on unit 1 
Lxingaa unit 2 
kvington unit 3 
Lvingm unit 4 

Outage Cost (S 000's) 

PIant 

I999 tOU0 2001 2002 2003 

1999 2000 2Uf)l. 2002 2003 

Yam$ unit f 
Yarajo unit 2 

San Juan unit1 I I 1,916 I t 3.579 1 1 



Aaacnnient KL 3-3 

Page 32 of 74 
DOckCt NO. E-0 193 ?A- 12-03 1 

F’S NINTH SE 

October 5,2012 
STF 9.07 

Uverihauls. Does YEP receive overfizcll budgets froin the operators of any j @ ~ ~ ~ ~ ~ ~ ~ ~ ? ~ e d  units 
that are operazed by others? 

a. 

b. 

If not, explain fill17 why not. 

If so, provide the joint-owner provided overhaul hudget pruvided to TEP in each year. 
2004 through 20 12 

~ S P ~ ~ ~ E :  

Yes. Plevse see STF 9.07.xlsx for the joint-owner provided overhaul budgets 2004-2012. 

Mark Mansficfd 

WITNESS: 

Mark Mansfield 
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o’\’vIExp 
DATA E CASE 

§epte-ember 25,2012 
CEPK 1-60 
Insurance Ex~ense. Itemize each component of insurance expense induded in the test year, and 
provide comparative information for 2009 and 2010. Indicate the accounts and amounts in which 
ea& item of iasurartce expense is recorded. 

RESPONSE: JuXy 13,2012 

! 

(I) Amounts are net of employee payroll deductions. 

~ ~ ~ ~ ~ ~ ~ E ~ T :  

Pricing 

~ 7 ~ T ~ ~ S S  : 

Dallas Dukes 

~ ~ ~ ~ ~ ~ ~ E N ~ A L  RESPONSE: September ?& 2012 
In response to STF 5.43. please see the table below. tvhich is being provided to expand this 
response to indude yea-to-date 20 I2 information. 

(1) Amounts are net of employee payroll deductrons. 



TTJCSON ELECT 61 POWER COI\/IPBWY’S SUPPL KSE TO 
~~~~~~~~ QUESTS - 2012 TE 

NO. E-01933-4-12-0 
September 25,2012 



TUCSON ELECTNC ~~~~~ ~ ~ ~ ~ ~ A ~ ~ ’ S  SUPPLE 
~~~~~~~ 2012 TEP R.4TE CASE 

VDR 1.64 
EET Fkpense. Please provide all Edisnn Electric Institute invoices related to EEI expenses 
recorded during &e test year. 
a. Please reconciie the amounts shona on the EEI invoices with the EEI expense recorded 

in each account during the test year. 

~ S P ~ ~ S ~ :  July 13.2012 
Please see the atached file. LXIR 1.64 EEI hiri-oices.pdf, Bates 30s. TEP\0033,88-0#3293 on the 
enclosed CD for copies of the Edism Electric Tnstitute (-‘EEI”) invoices. 

a. Please see supporting pro forma workpapers provided in response to UDR 1.1, 
specifically the file Income - Membership Dues.xlsm, which shows the reconciliation 
bctvveen the in~oices and  he expenses recorded in the test year. 

~ S P ~ ~ ~ E ~ T :  
Pricing 

Daftas Dukcs 

KTAL R E ~ ~ ~ ~ S E ~  S ~ ~ ~ e ~ b e ~  25.201 2 

In response to STF 5.18, please see TTDR 1.64 EEI Invoices 2009-2010.pdf, Rates Nos. 
TEP:022877-012890, to expand this response to include 2009 and 2010 EEI inyoices. 

~ S F ~ ~ D E ~ T :  

Pricing (Anne Liu) 

~ ~ ~ ~ ~ S :  

D a h s  Dukes 





201 I ilP DUES 

PLEASE SEND A COPY OF WE INVOICE WITH YQUR PAYMENT. 



UDR 1.64 EEI Invoices,pdf ~aacfimenr 
Docket; No. E 4 3  933%-12-0291 
Page 4s of 74 

TUCSON ELECTRIC POWER CO. 
P.0. BOX 7f 1 
TUCSON, AZ 85702-0711 
MR. JEFF YQCKEY 

f G R A Y  

QUANTIIY 

II__ 

JANUARY 1 - DECEMBER 31,201 1 

FONTACT JEFF YOCKEY 

I NET 30 

34 ,S? 7.50 

i 'H: 525-745-3192 

EMAIL: JYDCKEY@TFF.COM 

f 
i 
I 
2 

mailto:JYDCKEY@TFF.COM


UDR 1.64 EEI Invoims.pdf Anacnmenr KC b-3 
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ectric 

TUCSON ELECTRlC POWER CO. 
P.0.3CLX 71 t 
TUCSON, $2 85702-071 9 

INVOICE NU: 76250-f 

DATE: JULY TO, 20'13 

MR. JEFF YQCKW 

C. RAY I 

PLEASE SEND A CQTY OF THE lNVOtCE WlTH YOUR P ~ Y ~ ~ T .  

NET30 i 
1 

Rfjceived 07/22/11 Inte 



NtR, ERIK BAKKEM 
MGR, GORP. ~ ~ V t R ~ N ~ ~ ~ ~ A L  SERWICES 
TUCSON ELECTRIC POWER co. 
I S, CHURCH STREET 
T!JJC.SON, AZ 85701-0000 

I~VaICE NO: 77701CR 

' c.my I 
QUANTITY DESCRIPTION - 

LIARG -- 
SPECIAL ASSESSMENT FOR 201 I 

CONTACT: EF(IK EAKKEN 

PX: 520-918-6351 

EMAIL EBAKMENBTEP.COre' 

PLEASE SEHD A COPY OF TW!S INVOICE WITH YOUR PAYMENT. 

! 
UNIT PRlCE -.- 

Remit this amaunt 

NET 30 

AMOUNT ' . .  

Q.0 



LID% 3 .E;? EEI Invoims.pcif 

TUCSON ELECTRIC POWER GO. 
P.0. BQX 71 I 
TUCSON, AZ 35702-071 Z 
MR. JEFF YOCKEY 

i &.RAY 
i 

CONTACT: JEFF YOCKEY 

PH: 520-745-3192 

EMAIL: JYOCKEY@TEP.COM - k! 

PLEASE SEND A COPY OF THE lMVOICE WITH YOUR PAYMENT. 

c 

- 2 5  

mailto:JYOCKEY@TEP.COM


82/03/2083 3.3: 5% 5286043585 

G 

Ership Dues Par: 

Regufar AGfivi5es of f3dison Electric Institrrtel 
kidustry IssuesZ 
Mutual Assistance Pr0gm3 

2009 Contribution to The Thamas AIvs EdIsan Foundation (Edison Foundation), 
inciudhg the llnstitute far Electric Efficiency 
R e  Edisan Famdation is an LRC SOl(c>(3) educational a d  charitajle organization. 
The Instits& for Electric Efficiency {IEEf is a program of the Edison Foundation. 
Contributions are tax deductible in the same manner as contributions to any 
501(c)(3) organization. 

Totat 

1- T h e  podon of membership d u a  dlocabIe during 2009 rciaung to influencing legislation not 
deducntsle for f&d income tax purposes is estimated io bc 16%. 
2- The portion of the volwtary industry issues allocable during 2009 relating to influencing legislation is 

3-YoIuotary assesnent approved by-- Executive Gouunirtce rekting to imp:oytments far ffie rapid 
response to disestm. No portion uf tkk assessment is ~ l i ~ ~ a b t e  to imTuencing !egislation. 

C.§%RSed i0 k 35%. 



URR 3.64 EEI invoices 2003-2010.p3f 

* x f  Yockcy, P.E .  
f-( 

ufeff Yclckoy, P.E.  
~ u c s c r n  Electr ic  ~ o w e r  ~0 
PO Box 711 
WS DS503 



UDR I .64 EEI invoices 2309-201 O.pdf 

TO: ~ C ~ U ~  ELECTRlC POWER CO. 
PO BOX 711 
M S-OH127 

Anacmient ~ ~ 3 - 3  

Docket No. E-01933A-12-5291 
Page 54 of 74 

MR. JEFFREV G.YClCKEV, P.E. 

1 C.RAY 

QtlANTKY QESCRJPTIQN 

2009 UARG MEMBER DUES - 2ND QUARTER 

CONTACT: JEFFREY G. YOCKEY, P.E. 

PH: (520) 918-8306 FAX: (520) 9'18-8250 

EMAIL: JYUCKEY @TEP.COM 

WEASE REFEREMCE lFdVOfCE NUMBER ON THE CHECK, THANK YOU. 

1 1 NET30 
1 

UNn- PRICE MOUNT 

3 2 4  3.25 

mailto:TEP.COM


f.SLLdCLE€ltXlL KL3-3 

Docket No. E-01932A-12-0291 
Page 55 of 74 

Chlirles 37. Konadine 
Tucson Electr ic  Pouer Co 
3350 E I rv lngton  R d  
MS-DSS03 
Tucsont kZ 85714-00DQ 
U n i t e d  States 



UDR 1 .E4 EEI Invoices 20G9-2010.pdf 

INVOICE NO: 'li-0000809451= 
DATE: JULY 6,2009 

2009 UARG MEMBER DUES - 3 R D  QUA 

CONTACT: JEFFREY G, YOCKEY, P.E. 

PH: (520) 91 8-8306 FLU: (520) 918-8258 

:MAIL: JYOCKEY@TEP.COM 

'LEASE REFERENCE INVOlCE NUMBER ON THE CHECK ~A~~ YOU. 

1 NET35 1 
f I 

UNIT PRICE 

mailto:JYOCKEY@TEP.COM


LiDR 1.64 EEi Invoices 2009207 O.pdf 

TO: TOCSOM ELECTRIC POWER 0 3 ,  
POBOX 711 
nns-on927 
TUCSON , AZ 85702-071 1 
MR. dEFFREY G,YOCKEY, P.E. 

1 C.RAV 

9 

CONTACT: JEFFREY E. YOCKEY, P.E. 

PH: (520) 91 8-8306 FAX: (520) 918-8250 

PLEASE REFERENCE ~ ~ V ~ l ~ ~ ~ ~ ~ B ~ ~  ON THE CHECK. THANK YOU. 

UNIT PRICE 

Remit this amount 

- , '' 

AMOUNT 

32,413.25 

$32,413.25 



UDR 1.64 EEI invoices 2009-201 O.pdf 

c 

ZOXD EEX Membership Dues for: 

Regular Activities of Edison Electfie iilsC;mte' 
Industry Issues2 
Mutval Assistance Program3 

2010 Contribution to The Thomss Alva Edlson Fotindation @&son Foundation), 
includhg the rnstihte for EIectric Efficiency 
The Edison Fomdation is an IRC 501(c)(3) educational a d  charitajle organization. 
The Institute for Electric Efficiency (LEE) is a program of the Edison Foundatjan. 
@cmtnbntions m e  tax deductible in tile s ~ m e  manner as confributions to any 
SOl(c)(3) organization. 

Totat 

f -  The portion of membership dues allocable during 2010 dating IO influencing legistation nor 
dedustible for fedmil income tnx purpose$ is estimated to be 16%. 
2- The portion of the votuntq indusm issues oIIocabic &ring 29110 relating to influmcing iegisktion is 
estimated to be 35%. 
3- VoIuntary rtssessrnmt approved by EEI Executive Comrr,itfee relating KO irnpsuvements fcr the npid 
response to diswzrs, No portion uf this assessment is ollombb to inftuen~ne, legislation. 

$322,008 G I*OOO 

f 5,000 



lJDR 1.64 EEI lniioices 2009-20iO.pdf 

@- 
tdison Eiectric Institute 
701 Pennsyivania Avenue, N.W. 
Washington, DC 201304-2696 
u SA 

invoice 
invoice : 63928 
Invoice Date: ? 2105f2009 

Description Quantity Price DkCQUIIf: Amount 

20; a UARG fdembership Dues 7 5154,258.00 $0.00 $734,258.03 

PLEASE DETACH AND REMIT !WITH YQVR PAYMENT 

Cusisrncr f!: COOS074760 

Mr. JefT Yockey 
7u-m Electric Pawer Ca 
PO Box 731 
TUGSOR, AZ 85702-071 1 

Rernii Payment To: 



tiDR 1.64 EEf Invoices 2009-2010.pdf 
.YlldOIUUCIIt KL3-3 

Docket No. E-01933A-12-0291 
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Edisan Electric lnslitute 
701 Pennsyivania Avenue, N.W. 
Mfashinpton, DC 20004-2696 
USA 

invoice 
invoice ;tF : 63135 
fnvoice Date: 11:16/2909 

Description Quantity Price Riscount ~ r n ~ u ~ ~  
Standards of Conducf Training Program 1 $~2,D00.00 $0,53 $:2,000.50 

P.4YMENT CAN SE 
MADE WTH 

VISA, MASTERCARD OR 
AMERICAN EXPRESS 

Cz'irmg lnsfructicrns for  Eieclronk Funds TransferAiL FUP.'DS 70 BE PAIR 1N 
US. DOLLARS. YOU ARE RESPONSIBLE FOR ANY WIRiNG FEES, acijust 
your amount accordingly. Beneficiary's Bank: Wachovia Bank, N.A., 
Washington DC-USA Bank's ABA Number: 054057220 Beneficiary: Edkon 
Eiectric Instiruk Account Number: 2000013842897 Refemnee: Please 
refcrense invoice nurnber & purpose of paymenf. 

PLWSE DETACH AND REMIT \NiTi-! YOUR PAYMENT 

Invoice ti: 53435 

Cusiomer If: 0004015200 
Exp Date I 

/Card # I 

Remit Payment TR: 



UDR I .64 EEI Invoices 2009-201 0.pdf 

Charles W. Kornadina 

2 ES 

:#IO PER SHARE ASSESSMENT tm,sria 

1nlSicrun;e Enorgy Corp Share - 1 .a# = $30,900 

UMff PRJCE 



UDR 2.64 EEI Invoices 2009-201 D.pdf 

INVOIGE NO: 639285 
DATE: APRfL I, 2010 

TO: TUCSON ELECTRIC POWER CO. 
PO BOX 711 
M~~~~~~ 
TUCSON, aZ & ~ ~ ~ ~ - ~ 7 1  f 
NIR, JEFFREY GYUCKEY, P.E. 

QUANTITY 

I i I 
OESCRIPTlON 

2010 UARG MEMBER DUES 

CONTACT: JEFFREY G. YOCKEY, P.E. 

FH: (520) 916-8306 FAX: (520) 918-8250 

:MAIL: JYOCKEY@TEP.COM 

I NET 30 

PLEASE REFERENCE INVOICE f f ~ ~ R ~ R  ON M E  CHECK. WANK YOU. 

mailto:JYOCKEY@TEP.COM


TO: TUCSON ELECTRE POWER CD. 
PO 8 0 X  711 
MS-OH $27 
TUCSON I AZ. 85702-0311 

INVOKE NO: 639286 
DATE: JULY 7,2010 

UR. JEFFREY G, YQCKEY, P.E. 

QUANTITY 

PM: CBZQJ 918-8306 FAX: (520) 918-8250 

:MAIL: JYOC KEY@TEP.COM 

PLEASE REFERENCE!WO!CE NUMBER ON W E  CHECK. THANK YOU. 

Remit this amount 

I MET 30 

33,564.511 

33,564.5 

FF 

mailto:KEY@TEP.COM


9DR 1.M EEi Invokes 2059-201 O.pcff 

ACCQUMTS RECEfVABLE: ~ 2 5 2 ~ ~ ~ 8 . ~ 4 2  

DESCRIPTlOlta 

2010 UARG MEMBER DUES - 4TH QUARTER 

CONTACT: JEFFREY G, YOCKEY, P.E. 

PH: (520) 91 8-3306 FAX: (520) 91 8-8250 

EFAAlt: JYOCKEY@T&P.COM 

PLEASE REFERENCE INVOICE NUMBER ON THE CHECK. THANK YOU. 

I 
UNiT PRICE 
I- 

33,564.56 

mailto:JYOCKEY@T&P.COM


UDR 1-64 EEI Invoices 2059-2010.pdf 

Mr. Jeff Yockey 
Tucson Elsctric Power 
PO Box 77 I 
Tucson, P.2 85702-071 1 

Edisan Eiectric lnslituie 
701 Pennsylvania Avenue, N.W. 
Washington, DC 2000.1-2696 
USA 

Invoice 
lnvoice # : T6250 
Invoice Date: t2107i2310 
FEW: 73-0659550 

-Ampun€ [Description QLiatltLQ Price Discount 

UARG Membersnip Cues ’I $:38,470.1)3 $0.30 $158,470.03 

inwice #: 76250 

Ccslarner #: 0304C747GO 

Mr. Jeff Yoekey 
Tucson Electric F O W W  GO 
PO Box 71 1 
Tucson, AZ 85702-072 I 

Exp Date 

Czrd Hoiders Name- 

Czrd I-ioider‘s Signature 

Remit Paymeid To: 
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RE 
STAYF'S ELEVENTH SET NG 

DOCKET NO. ~ - ~ ~ ~ ~ 3 A - ~ 2 ~ ~ ~ 9 ~  
October 15.2012 

1ndusn-y association dues. Refer to the responses to TDR 1.55. trT>R 1.64, STF 5.07 and STF 
5.1 8, and to T ~ P ~ 0 ~ ~ ~ ) ~ ~ 7 ~ ~  I through 007241 - 
a. Provide a breakout of the EEI core dues andi'or @E1 core acthities budgets and/or financial 

results into the following XAKIJC operating expense categories for each year, 2005 
th10ugh 20 1 f : 
1 .  Legislative Advocacy 

2, Legislative P o k y  Research 
3 .  Regulatory Advocacy 

4. Regufatory Policy Research 

5.  Advertising 

6 .  hlxketing 

7. Utility Operarions mid Engineering 

8. 

9. Public Relations 

I O .  

Referring to TEP(O291)0072?6 please confirm that the EET Regular Activities dues of 
$342,085 and the CoIitribution to thc Tnomas Alva Edison Foundation (an IRC 5Of(c)(3) 
charitable organization) of $ I  5.000 are what comprised the $35'7.085 that was aflocated 
bemeen TEP ($347,085) and LXSE ($10,000). If this is not accurate, pIease explain. 

C. Please show in detail how the $15,000 was allocated benvem TEP and LJXSE. 
d. Please show in detail how the $342,085 EEI regular dues amount ~ 7 a ~  allocated betmeen 

TEP and LNSE. 
e. Please expfain the handwrittea note on 'I'EP(0291 jO07336 "all record as general 

advertising." 

E. Pro.i.icle a breakout of the Utility Solid \Vasle Activities Group (C 
financial results for each year 2005 though 201 I into the fobfiowing 

1. Legislative Advocacy 

2. Legislative Policy Research 

3. Regulatory ?Id~ocacy 
4. Regulatory Policy Research 

5. Advcrti sing 

6. hlarketing 

7. CtiSty Operations and ~ ~ ~ j ~ ~ ~ ~ ~ ~ g  

8. 

Finance, Legal, Planning and Customer Service 

Other (explain any i tem in other) 

b. 

Finance, Legal, Plaming and Customer Service 



mracmenr ~ ~ 3 - 3  
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TU E ER ~~~~A~~~~ RE T 
STAPF’S ELEVEN T TlESTS R ~ ~ A ~ ~ T ~ ~  2 TE CASF, 

Qcfober €5201 2 
DOCKET NO. E - ~ € 9 3 ~ ~ 4 - ~ 2 - ~ 2 ~ €  

9. Public Retations 

10. 

Provide a breakout of the Utility Air Regulatory Group OJARGf budgets and financial 
results for each year 2005 &rough 2011 I into the following XMVC categories: 

I. Legislative Advocacy 

2. Legislative Policy Research 
3.  Regulatory Advocacy 

4. Reguulaory PoIicy Research 

5.  Advertising 

6. Rilarkctin g 

7. Utility Operztions and Engineering 

8. 

9. Public Relations 

f 0. 
Provide the EEI;, USWAG arid UARG financial statements Tor each year, 2005 ~€xough 
,201 I .  
Provide the EEI. TTSW4G and t,XIPG budgets €or each year, 2005 through 201 I .  

Other (expiain any items in other) 

g. 

Tiname, Legal, Planning and Customer Service 

Other (expfaiti any items in otlier) 

h. 

1. 

RESPONSE: 

a 

b. 

6. 

d. 

e. 

TEP is only a inember of EEL The Co~npany does not retain the information requested 
through its noma1 course of  business andor does not have immediate access to. or 
authority from EEI, to provide the information requested. Please see TEP‘s response to 
t;DR I .55 TEP ~ ~ ~ 9 ~ ~ ~ ~ ~ ~ 8 ~  for the El3 percentage dewted to legislative trrdvocacy. ’ 

TEP canfim~s thar. EEI Regular Activities dues of $242,085 and the Contribution to the 
Thoinas Aha Edison Foundation (an ZTZC 501(c)(3) charitable organization) of $1 5.000 are 
what comprised the $357,085 that was allocated bem-em TEP ($337,085) and biNSE 

The $ 3  5.000 was allocated entirely to TEP. 

W S  Elecxric has received some benefit &om TEP’s regular membership to EEI, therefore 
it was determined that ~ ~ ~ , 0 0 0  was a reasonable portion of the EEI regular activities dues 
to be aIIocaied to W S  Electric. 

The h ~ ~ ~ ~ ~ t ~ e ~  no~~t ion  on TEP(029 l)OO7236 +‘general advertising” refers to ihe General 
Lcdgcr accourit d ~ s c r ~ ~ ~ ~ e n  for FERC 930. The expense is furiher broken dovm into 
s ~ b c ~ ~ ~ g o r j ~ ~  5330, I. General A ~ v e ~ ~ s ~ n ~  Ex 
Expense €or rate ease purposes. Tl~e EEI ~ i c ~ ~ b e r ~ ~ ~ p  dues totaling $347,085 are in TE 
93 0 2 Mi scell,meous Genera! Expense. 

($ ru,uoo>. 
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G THE 2012 TEP RATE CAS 

f- TEP i s  only a member of USWAG. The Cornpany does not retain the inforination 
requested through its normal course of business and/or does not have immediate access to 
or authority f~oni  USWAG lo provide the infomation rquesisd. Please see EP’s  response 
to LDR 1.55 T ~ P ~ ~ ~ ~ l ~ ~ ~ ~ ~ ~ ~  for US WAG’S percentage devoted to legislative advocacy. 

TEP is only a member a€ UARG. “be Coilzpany does not retain the infoimation requested 
through its normal coarse o f  business andhr does not Liave immediate access to or 
authority from ‘IJAKG te provide the information requested. 1Jowever, to the best of TEP’s 
I;t~owledge, UARG did not engage in any legislative advocac? activities during the test 
year. 

Please see rcsponscs to STF 11 .Ol{a}, (0, and (g). 

Please see responw to STF 31.0f(a), (0, and (gt. 

g. 

h. 

I .  

RESPOKDENT: 

Pricing (Anne Liu), Jeffrey Yockey. Chuck Kornadina and Erik Bakken 

WIThXS S : 

Dallas Dukes 



STAFF’S ~ ~ ~ E ~ T ~ ’ ~ ~ ~ ~  

December I ; ,  2012 
STF 26-10 
Dav Kite Desi5.n Cftar,nes. Rcfer tct the rcspome to STF 22.09 and 22.05. Has YEP included any 
expenses or costs iti &y accouiit in the test year fcx any Day Nite Design cbargzs for any cost 
caegory or component other than rate case expense‘? 

a. 

h. 

If not. explain fd ly  why not. 

Eso, provide a detailed listing of all costs and expenses included in the test year by TEP 
for Dzy Nite Dcsigii charges. by account. 

Provide the infbrtnatioii an Uaj Nite Design charges requested iii STF 22.09 aiid 22.05 
for all Day Nite Design costs that TEP is requesting (in some category or account orhcr 
than as rate case expense). 

Identify and provide a copy of each advertisement. branding item, logo, and each item for 
which E P  has included chatgcs for Day Kite Design. 

c. 

d. 

ONSE: 

a. Yes. 

b. Please see belsw for the Day Nite Design costs included in the 201 1 test year by ~ccount 
These are general ad.v.ertislng expenses and not rate case e x p e z ~ ~ s .  

tnvironmenta! - Raptars - Corporatr: ! 450.00 I 3 
S3fery Communicarion - Schools ! ; 17.50 , 

I.Z,G81.25 i 
1,125.00 

- 7 -  TEP Sa& Media r ‘m; 1 
I CSU Corporate Advertising 

TEP Branding‘Marketing 
Training & Develop Exprues I 

1 U’EB - Mernet Page 8,586.50 
28,367.72 7-1 f 

Gxmd Total 

e. STF 22.09 refers to Bares Nos. ~ ~ ) ~ ~ ~ ~ T I A I -  TEP (0291 1 020293 through 03,0298, 
which are Day Nite Design invoices for 2012. These invoices were initially charged to 
the rate case prqject nrirnber and provided in response to STF 5.34, hut, as nored in 
response lo STF 22.05, TEP did not include these 2012 invoices in rate case expense. 

TEP does not intend to recover tbhz COSTS associated with these invoices as rate case 
expense and Ebese invoices are nor inctuded in the 2011 test year in any category w 
account. 

Pfease sec the files listed below for the requested information. d. 



1 STF 26.10(d) 201 1 ~SolnsTrucson(-'oinmSoIarU~B tite.pdf 

! STF 26.10(d) 201 1 RTCS FB graphic \i 1 (2).pdf 
1 STF 26.10(d) 20 1 1 BSoIns%ucsonComSolarbl-ochue.pdf ---~--11- 

f S 1'x: 26.1 O(d) 201 1 €3 IC3  transit sign.pdf 
-_ SlT - 26. I_- IO(d) 301 1 CA f Logo with FIiP.png 
STF 26.1 @(d) 201 I CAT 1ogo.eps 
STF IC,.XO(d) 201 I CAT Iogo.pnp 

I 
STF 26.1 O(d) 201 1 CAT t-shirt v9 (1 ).pdf 

1EP\#1993 7 1 

TEP\029938-@29939 
TEP\029940 
T'EF\02994 1 

-j 
Ni-4 
NiA I 

N'A 
TE€'\O2 9942 

I 

-- ~ 

I 

I 
i 
i 

1 STY 26.1 O(d) 201 1 CAT t-shirt 14 (.?).pdf -rEP\t129944 I 
I 
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I 
I .- I STF 26.10(d) DayNite Advr-STF 26.f0.xls I N/A 

Pricing (Anne Liu) (a-c), Kim Mayhew (d) 

WITNESS : 

Dallas Dukes 



Tucsan Electric Power Company 
Docket No. E-01933A-3 2-0291 

A ~ ~ a c h ~ e n t  RCS4 
Copies of Confidential TEP's Responses to Data Requests 

and Workpapers Referenced in the Direct Testimony and Schedufes of 
Ralph C. Smith 

**TEP Confidential Pages Have Been Redacted** 

STF 16,:O November Comparison, for each year 2008-2012, for TEP, UNSE, UNSG, 
19, 20'2 Srjppiernental I and all 3 Lkilities mrnbined, of "standalone" versus actual p r o p e e  

I taxes 
1Annua.l level of property tax expense and the year end plant-in- UDR 1.66 

t there are no property taxes !n dispute nor being dtsputsd at 
ember 31.23I7; The rooerty tax refunds or 

UNSE, UNSG, Springennlle Untt 7 Plant-m-Service a i d  
erville Units 3 and 4 for 2013 aased on PLant-in-Servtce at 

Yes I 5  27 - 31 
I 
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TUCSON ELECTRIC P CO RESFONSE TO 
STAFF’S ~ ~ X ~ E ~ ~ T ~  SET OF DATA R TS NG THE 2012 TEP RPLTE CASE 

DOCmT NO. E - ~ ~ 9 3 3 A - ~ ~ - ~ 2 9 1  
October 29,2012 

STF 16.08 
UniS owcr headquarters. 

a. 

b. 

Provide a diagram showing the sqmt footage aid cunent occupancy of the UxiiSowce 
headquarters building. 

Identify and provide a copy OF plans to lease or sub-lease poeions of the headquarters 
building to affiiiates. 

Identi@ and provide a copy o f  plms to l e ~ s e  or sub-lease portions of the headquarters 
building to nou-affiliates. inchding areas p l m e d  for retail space. 

Identify the number of empIoyccs occupying the headquarters buildkg as of cadi datc (a) 
12/31/2011 and (b) cmentIy; and identi8 the aif‘filiation of the employees (e.g., 
UniSource Energ, Xnc., E P :  LXSE, UNSG, LED, SES, other-exptain). 

Identitify the cost per square foot: for rhe various areas in tbe hcadquart.ers building. 

Are any portions of the headquarters building currently being teased or sub-lcased to 
others? If so, ideiitify and describe the lezses and sub-leases and provide the monthly 
rent revenues from each lease and sub-lease. 

c. 

d. 

e. 

f. 

1. Provide the monthly headquarters lease revenues for the period 201 I and 2012. 

RESPONSE: 

THE FILE LISTED BELOW COKTATXS CONFIDEKTIXL IKFORIIK4TIOIV Ah9 IS 
BEZKC PROVIDED PliRSiiANT TO THE TEXUOfS OF TEE PROTECTWE 
AGREEMENT DATED JULY6,2012. 

a. Pleae see SIT 16.0s TEP HQ Stacking Plan 2012 10-23-Con~dentia~.pdf. Bates KO. 
TEP\027311-0277 12- for a diagram sbowing the ;TOSS square footage (“gsf‘j and current 
occupancy of the new TEP headquarters office building. All 12,000 gsf of retail space is 
currently unoccupied. 

There are ao plans to lease or sub-lease portions ofthe lieadquarters t ) ~ ~ ~ ~ i ~ ~  to alliliates. 

The only area of lfie building with a plan to lease is die retail space. We are current13 
working with a commercial real estate broker to identie potential term%. There are 
currently no leases in place for thc retail portion of the headquarters building. 

hdividuaIs occupying the fieadquarters buildiiig (all working under supervision of TEP; 
doing work on behaif of TEP): 

b. 

c. 

d. 



Attachment KCS-4 
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STMF’S SfXT 

October 29,2012 
e. The actual cost per square foot for the various areas in the headquarters building is: 

Ofice $263isf 
Retail $17$/sf 
Parking $fi4sf 

f. None of the headquarters bailding is currently being ieased or subleased to others. 

Scotl Katfibun 

w ITLWSS: 

Michael DeConcini 
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STF 16.08 TEP HQ Stacking Plan 2012 1 ~ - ~ 4 - C ~ ~ ~ d ~ ~ ~ ~ .  

PROTE 

OCKET NO, 

eo 





§ T m ’ S  ~ ~ ~ ~ ~ S ~ ~ H  SET OF DA4TA RE: G THE 2012 TEP RATE CASE 
DOCKET NO. E - 0 ~ ~ 3 3 ~ - ~ 2 - 0 2 9 1  

December 6,2012 
STF 26.06 
Refer to tlie response to STF 22.06(p) and (t). 

1. Identi& the sqwe  footage on each floor that is for c ~ i ~ ~ o ~  areas, mechanical space, 
copy rooms, fik rooms, break rooms, elevators, elevator lobbies, dedicated coniputer 
room space: auditorium: outside auditor area: lobby; and service areas. Provide diagram 
of same. 

STF 26.06 h c i l l a y  Space 20j 0 11 -39-Confjdential.pdP 
STF 36.06 Floorplates 201 2 1 1-29-ConfidemiaJ.pdI 

2. 

3 .  

Identify the square footage on each ffoor &at is for cubicles, offices and conference 
roo~ns. Provide djagmms of same. 

Identi@ the square footiige on each floor that is not occupied by the items identified in 
response. to parts fl arid f2. 

Referring to the response to STF 22.06(t}. idenrifg the “vacanl cubicles and offices withm 
the building” by floor and square footage. 

4. 

RESPONSE: 

TfIE FEES LISTED BELOW 670NTiiGV CO&@TDER’TUL ~ F ~ ~ ~ T r ~ ~  

AGREEMENT DATED JCZY 6,2012. 

The files listed below are provided in response to this request. 

BEXNG PROVIDED YLXSGANT ’ro THE TER%~S OF THE P R ~ T ~ ~ ~ ~ ~  

T E P \ O ~ ~ ~ - O ~ ~ ~ O ~  
TEP\OBGO3-0296 1 1 
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STF 26 06 Vacant Space 2012 I1-23-ConfidentiaI pdi 

c 
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TUCSON ELECTRIC POWER C 
~~~~F~~~ DATA ~ ~ Q ~ E ~ ~ S  - 201 2 TEP 

DOCKET NO. E - ~ ~ 9 3 3 ~ - 1 2 - ~ ~ ~ ~  
September 215,2012 

KDR 135 
Incentive Prosms.  List and describe all retirement and incentive programs axdable to 
Company o&cers and employees. Provide a complcte copy of eacli incentive comptnsaiion 
program and all related materials. Identi@ the goals and targets in each year 2009-201 1 % and a11 
evaluations of whether sudi goafs \\ere exceeded. 

a. Specifically identi@ file cost o f  aaj- SERP or similar programs direcrlj charged or 
dfocated. 

b, State file cost by program, of each retirement program directly charged or allocated. 

RESVOR’SE: JuIy 13,2012 

XnCt31tivt5i: 

Ail TEP Don-uiion employees, including officers, participate 
progzn (“PEP‘“), which is tied to mmual compensation. 

The smcmrc dctcdnes efigibiljty for certain bonus levels by measuring LYSs performance zs 
it irnpscts four stakeliofder categories: 

e4 h Y  estoi-s ; 

1Jh‘S’s short-tenii incentive 

e Customers; 

0 Commu~;jt5.~n~7irofinient: aid 

0 Employees. 

Levels of achievement in each category are assigned percentage-based c’scorcs,f’ and those scores 
are combined to calculate the final payout Ie-vel. T11e amount made available for boiiuses through 
this fmnula may range &om 15 percent to 147.5 p2rcea.t maviinuln oftlie targeted payout level. 

Over the three-year period of 2009-201 1 the Irivestor category has encoinpassed a ratlge of 35- 
40 percent of the bonus structure, the Customer category has ranged from 30-35 percent, and the 
Cotnmunit~ /Environment arid Eniplq ees categories respectively accouIit for 15% each. 

The scores from each goal are totaled stnd then mulriplied by the targeted bonus of each 
employee to determine the total asailable dollars to be paid out. Targeted bonus percentages, ;?s 

a perceut of base safary. range from 9% - 12% for regdar uriclassifiied employees, and 20% - 
XO’?/o for officer a i d  senior mansrgemeiit level employees. Bonus percentages. as a pcrcent of 
base salary. are used in &e calculation of total available dollars. and actual awards ma) vary at 
rnariagemer1t“s discretion based on individual eniploy ee contribution. If a payout is achieved, 
employee PEF bonuses will be ~ ~ ~ ~ b ~ ~ t e ~  Deaf the end o f  the k s t  p & e r  the following year. 
Please see the files listed below. and enclosed on &e attached CD, for the goals for each year md 
c’irduatiom of yearly pe b~ f omance. 
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Retirement Progratms: 

TEP non-union employees zre eligible to participate in die Tucson Eleeuic Power Company 
Salaried Retirement Plan while lEP union emphyees are eligible to partkipare in the Pension 
Trust PIai for Employees of Tucson Electric Ponw Company reprsanted by lBEW 1 I1  6. 
Plea5;e see the file listed below, and eiicloced on the attached CD. for Ihe  s m m q  plan 
description. 

Additionsllq, TEP employees cue eligible to participate in the TEP -IOf(k) Plan as described 
below: 

4.01 (k) Plan 

TFP‘c 401 (L) P h i  t & ~ s  advaiitage of Section 401 (k) of the Internal Rcvenlie Code a i d  permits 
eniployees to voluntarily save from 1!3,0/6 to 15G/0 of their pay. before any deduction fur state or 
fcderal income taxes. The Coinpany matches dollar for dollar, ap to 4.5% o f  pay saved in the 
401(k) Plan for IEP employees. 

Employee.,‘ savings and Company matching contributions are invested in one or my 
combination of a selection prufessiom1Iy managed investment funds at the direction of the 
employee. Eiiiployees are cliQihle to join the -IOl(k) Plan upon tticir date o f  e m p l ~ ~ m e n ~ ,  
Company matching coiitrihutions are f U y  md immediately vested. Please see the file listed 
below. and enclosed on the attached CD, for the sunimq plan description. 

a. SERP expense charged to TEP FEKC 0426 during the test year was $1,307.784. 
However, ;fs set forth in &e Direct Testimony of Karen Kissinger, TEP is not seeking 
recovery of SERP expenses in &is rate case. 
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TUCSON ELECTRIC POTi7E 

September 25,2012 
b. Retirement program expense (other &han SERP) charged to TEP FERC 0920 and 0926 

All files labeled ‘‘confi ential” coiitain confidential ~ ~ f o ~ n a ~ ~ o ~ i  and are being provided pursuant 
to the terns ofthe Protective Agreemerit dated fufy 6,2012. 

S ~ ~ ~ D ~ ~ T ~  

Georgia Hale, Ami Eckert and Gabride Gamacho 

WlTNESS: 
Karen Kssinger 

THE rims LISTED BELOW ~ ~ ~ T A ~ ~  c ~ ~ ~ ~ E A ~ ~ ~  ~~~~0~~~~~~~~ AKD ARE 
REIKG ~ ~ u v ~ ~ ~ ~  P~JRSUA~V‘P TO THE TERMS OF THE p ~ ~ ~ ~ ~ r r ~ v ~  

ESTAL R ~ ~ ~ ~ ~ ~ ~ :  September 25,2012 

ATED JULY 6,2012. 

In response to STF 5.05 and S’SF 5.06, please sec U n R  1.35 - 301 2 PEP Goals-Con.fiden~iaI.pdf, 

In response to STI: 5.16(b), SuppIcmeniA Executive RelicmcEt Plan (SERP) expeiisc is 
provided below as a suppiernexit to UDR 1.35(h). 

Bates NO. 1EP\023720-022721. 

Supplemental Executive ~ ~ ~ j r e ~ ~ n t  Ptan lSERPf Expense: 

Account Subaccount Test Year 201 f 
88090 7102 $ 1,307,784 

jln response to S F  5.16{d,l, please see LDR 1.35 - 008-3011 PEP Hist Prcnts-Pos- 
ConfidentiaLpdf, Bates &os. TEI’’iO227 18-02271 9, to add &he 2008 hcenrive plan actual 
percentage scores of performance goals to the previously provided file. 

SPOMBEXF: 
Steve Sims, Ciabridle Carnacho, Georgia Kale aid h i  Eckert 

ITMESS: 

Karea Kissinger 



TO THE TERM 
PROTECTIVE AG 
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4L 
201 SE 

September 26,2012 
STF 5.34 

Please proT-ide all outside consultait contractsiageeineiits and invoices received to dtite 
pertaining tu the rate case expense included in this proceeding 

SPQKSE: September 25,2012 

A G R ~ E ~ ~ ~ T  DA4TED JULY 6,2012. 

Plcasc see fie Gtes listed below for the requested infomafian. Vie Excel file i s  not idenr?&ed by 
Bates numbers. 

! STF 5.34 Rate Case Expense - Outside Consultants ( I )  (3).xIsx 
! STF 5.34 Roshka-Cnnfide?itial.pdf 
LSTF 5.34 Sargent I Lundy 39522-Confidentia1.pd.f I 

Piease find STF 5.31 Kate Case Expense - Ourside Consuftants.xXsm for a List of invoices 
received to date pertaining to the mte case. This data will bc updxed periodically as a d d i t i ~ ~ ~ ~  
invoices are received. 

Invoices are listed as STF 5.34 ImwictxPDF. Invoices for Roshka DeVv'ulf Br Patten, LLC are 
not being provided due to &tome?-client privilege. 

I ~ d i v ~ d ~ ~ l  c e ~ ~ ~ a ~ ~ ~ / a ~ ~ e e ~ e ~ t s  are listed ~ ~ ~ j ~ ~ j d ~ ~ ~ ~ ~ ~ .  

- 

Pricing (Anne Liu) 

Dallas Dukes 



Pricing (Arne Liuj 

~ ~ r T ~ ~ ~ s :  

Dallas Dukes 
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Y‘S rnSBONS 
STAFF’S FEFTH SET 

CKET NO. E - ~ 1 ~ ~ 3 ~ - ~ ~ - ~ 2 ~  
September 25,2 

STF 5.42 

Property TLX Ex7ense. 

a. 
b. 

Please provide &e most recent actuaf property tax assessments and rates. 

Please provide comparable actual property rax expense €or each year, 2005 -J-OU@X 20 

c. 

d. 

RESPONSE: 

Please provide the total Arizona property tax expense for TEP and its affiliates and show 
the amom~ts recorded by TEP arid each affiliate, €or each year, 2005 through 20 I I .  

Please identifj tlie a~iiouiits of propex-& tax expense being recorded by TEP for each 
manth in 2012 and show haw lhose amounts were determined. 

THE FILES LISTED BELOW CONTAIN COKFIDENTIAL ~ 7 F O R ~ T I ~ ~  A 3 3  ARE 
BEING PRO\TLDED PURSUANT TO THE TERMS OF THE PROTECTWE 
A G E E R E K T  DATED JciLU 6,2012. 

Please see the fo’llowing files for the requested information. 

1 STF 5.47(a)-C@~i~dential.pdf 1 TEP‘, 
I STF j.gz(F) Properfy vG Expense 2007-20 11 TEP-Affiliates- 1 
Confidentia1.xls 1 N‘A 
S’J% i .42di Pronem ‘Tax Exaense 20i2-ConfjdentiaI.sls i NtA 

a. Please see S IF 5.4’(a)-Co1ifidential.pdf for t!ie most recent property tax assessrnenrs and 
rates for the 201 1 property tax y a r .  TEP expects to have tlie 2012 propeny tax 
assessments and rates for Arizona by November 1. 20; 2 and New Mexico by December 
1,3012. 

h. 

c. 

Please see “El”!: responye to UDR 1.66. 

TEP is providing i ~ f ~ ~ ~ ~ i @ n  since the Iast test year. For 2007-201 i Arizona property 
tax expense: see S 

See STF 5.42d Property Tax Expense 2U I 2 - C o ~ ~ d e n t ~ ~ ~ . ~ d ~  

5.42(c) 2007-201 I TEP-Af~~iates-Cctnfidential,pdf. 

d. 

~ S P ~ ~ ~ E ~ ~ ~  

Rig0 Raniirez 

NESS: 

Karen Kissingar 
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N ELECTRIC 
STAFF'S ~ ~ ~ E ~ ~ ~ H  SET 8 

Kovember 19,2012 
STF 16.1 0 

Property taxes. 

a. 

5. 

Refer to the response to STF 1 I .OS. Provide the propers. tax recorded by TEP in each 
month, July, August m d  September 20 12. 

Refer to the response to STI: 11.10. Provide the amourits of property taxes paid by TEP 
and the payment date for the payments made odby each of the Eollowing payment due 
dates: 

1. October 1,20 I 1 

2. hlarch I. 2012 

3 .  October 1,2012 

In 201 1 or 2012 has TEP incuned any delinquent fees for failing to pay property taxes 
before the delinquent drttes? 

1. If so, identify, quantify and explain the delinquent charges and shitw tfie amounts 
in 201 1 and 2012 by account. 

Does TEP receive payments for property taxes fiom any affiliates? 

I .  If so, identify the amounts, dates. and affiliate making the payments for property 
taxes to TEP in each month of 101 1 and 2012. 

Does TEP make payments for property taxes to any affiliates? 

1. 

Does TEP receive payments for property taxes &om m y  non-affiliated companies? 

1. If so. identifj the amounts. dates. and the non-affiliated compmy making the 
payments tor property taxes to TEP in each rnontti of 20 I 1 and 20 12. 

Does TEP make payments for propem. taxes to any non-affiliated cornpan>,? 

1. If so, identifjr the mouxils, dates. and non-affiliated company to whom TEP made 
the payment? for property taxes in each month of 201 1 and 201 2 .  

Refer to the response to STF 1 I .I l(a). Does TEP's reqwst in the current rate case 
include any property taxes related to Springcrville T;'nit 1 and PV property? 

1. 

Refer to the response to STF 1 1.1 1 (d) whkli states that all L3S affiliates hate follo~ed 
a standalone poticy in their rate cases for computing property taxes. Additionaify, the 
( ~ ~ ~ ~ a ~ ~  does not expect pro forma property tax expense for ratemaking purposes ia 
produce the same result as actual propcrty tax bills. Provide a comparison for each utility 
(TEP, WISE, WSG,  and at1 3 milit-ies combined>, for each year 2008-2012 of (1) 
s ~ ~ ~ a l o ~ i ~  property taxes and (2)  actual propmy kxes. 

Identify all decisions and C a ~ ~ i s s ~ o n  directiws of which TEP is a1%7are which 
specifically addressed tax expense should be cousidered reasonable for 
ratemaking purposes i ~ a ~ d ~ l o ~ e ' .  total for YEP, LXSE and LNSG for 

c. 

d. 

e. 

If so, identify the amounts. dates. and affiliate to whom TEP made the payments 
for property taxes in cach month of 201 1 2nd 3,012. 

f. 

8, 

h. 

If se, idenxi& the amounts, and where they are reflected in TEP's filing. 
i. 

.i 
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ING THE 2u12 TEP Rca71'E CASE 
TT;CSON ELECTWC POWER c Y'S S U P ~ L ~ ~ ~ ~ ~ ~ - ~  RESPONSE TO 

STAFF'S SIXTEEKT 

each year cotisistentfy exceeds the amount of actrtal property taxes that are paid by the 
three utilities contbined. 

SPOKSE: ~C~~~~~ 29.2012 

TEE FILES LISTED BELOW CONTAIN GBNFY: 
BEIKG PUKSUAKT TQ THE TERMS OF THE ~ ~ ~ ~ ~ ~ ~ ' 1 ~ ~ ~  
AGREE& D ;Tz'LY 6,2012. 

a. TEP will provide the requested i ~ f ~ ~ i a ~ i o n  a&er the Companq has reported i t s  3rd quarter 

b. I .  TEP paid $16,182,58232 on October 31,2011. 

20 12 results to the public. 

2. TEP paid $16,181,8I2.19 on April 30,2012. 

3 .  lst half 2012 Propcriy taxes due October 1, 2012 art: not dclinqtmt until after 
November 1, 2012. TEP is in the process of receiving and compiling its 2012 
property tax bills and will forward this information as soon as it is available. TEP 
expects to make its 1" half 2012 payment on October 31,2012. 

The mounts above relate to -%&ma propertj- trues. TEP also pays New h4exito 
property tmes and Xavajo Kation possessory kiterest taxes. The payment dates and 
amounts are as follows: 

New Mexico Prtrpcrrv Taxes 

Due Date: November 10; 201 1. TEP paid $1,261.064.90 on December 2,301 1. 

DueDate: April 10,7012, TEP~said $1.261,064.87 onMay4,2032. 

Due Date: 'November 10, 201 3. 1 jt half propem taxes for Kew Mexico are due on 
November 10 of each year, but do not become delinquent until after December 10 of 
each year. E P  has not received its h-ew Mexico property taxes bills for 2012, but 
expects to make pape l i t  on December 7; 2012. 

Navajo Nation Possessorv Tnterest Taxes 

Due Date: N~vember 1,201 1 .  TEF paid $638,095.85 on October 3 I, 201 3. 
Due Date: May 1.2012. TEP paid $628,095.85 011 .4pril30,20:2. 

Due Date: Fovember 1, 2012. 1' half Navajo Nation property taxes are due 
November 1, 2012. TEP has not yet paid its Navajo Nation propert? taxes due on 
November 1,20 12. but expects to make payment 011 October 3 I, 201 2. 

e. No, TEP did irot incur any deikiquem fees. 

d. TEP neither directly receives payments from, nor makes paymeiits to, affiliates 
specifically for property taxes. However, through the building allocation process, TEP 
and afE1iates are indirectly billed for a portion o f  the propeft? tiues on slim 
including the corporate h ~ a d ~ u a ~ ~ ~ s  building. In coilneetion therewith. an homly 
~ ~ ~ ~ c a ~ ~ o ~  billing rate is computed based on a ratio; the numerator of which is the 
computed annual revsiiue r e q u i r ~ r n ~ ~ ~  for the b u i ~ d ~ ~ ~ ~  and the d ~ ~ ~ ~ ~ ~ ~ i ~ ~ t o r  of which is 
~ o x n ~ ~ ~ e d  as total n ~ b e r  of L'NS enipbyees I: 2,080 &mud hours. The revenue 
r e q ~ ~ r e ? ~ ~ ~ ~  for the building is computed as the sum of a r m m  OR the b ~ ~ ~ d ~ ~  
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TUCSON ELECTRIC ENTAL RESPONSE TO 
TEEKTEI SET 0 rNG THE 2012 TBP RATE CASE 

investment (plant in service - acc~tmulated depreciation - accumulated deferred income 
tmes) using TEF's Comnlissioiz-au~~~or~~d rite of return ordered its kist rate case, plus 
relaEd operations and maintenance expenses, depreciation, prciperty tax expense, and 
income taxes associated with &e investment return. Amounts billed to afEliates are 
computed using the hilling rats described above multiplied by the number of payroll 
hours reported by the bill recipient for the respective period. When recording 
intercompany billings under the building allocation process, a charge to intercompany 
accounts receivablz is recorded with a corresponding credit to Acct. 454, Rznt from 
Electric Propertj. fn this rate case. such intercompany billings, 01% an mnuali7ed basis. 
are incIudcd in test-year operating revenues. 

See response to part d, above 

Yes.  the owners of Springewille Unit. -3 and Iinit 4 reimburse TEP for a portion of the 
property taxes on the Springerville cotnilion and coal handling facilities. Sec STF 
16.1 O( f) Pmts Recd fiorn Non-affil Companies-Confidential.xls. 

e. 

f. 

c. 0 

h. 

30, 1 El' does not make payrncnts for property taxes to any non-affiliated company. 

E 3 " s  pro forma property tax adjustment does not include a request for property taxes 
related to SpringerviIle Unit  I ,  but doe< include PV prqmty taxes. Property taxes on PV 
property in the mount of $3 12.066 are included in the property tax pro forma adjustment 
work papers submitt-d in GDR 1.01. Springen7iIIe Unit 1 properly taxes are inckded 
separaielj in the Sprkigcmik Unit 1 adjustniek. Please refer to p e e  11 o f  the Direct 
Testimony ol:I(aren G. Kissirtger. 

Plea\e see STF 16.1 O(i) Slaiidalone vs  Actual Propeity '1su;es-Con~dent~al.xls for ttle 
requested in formation. 
TEP is not aware of' any decisions or Cornmission directives which specifically address 
the issue of actual propert!, taxes vs. standitlone property taxes. liorvever, the 
Commission has addressed the issue of actual income taxes ss. standalone income taxes 
as explained in STF 11.1 1. It is not correct that tlie combined standalone property taxes 
for TEP, LWS Electric, and LXS Gas consistently escecJ the actual property taxes paid 
by the three utilities combined. As shown on STF i6.lO(i) Standalone vs Actual Propertj 
Taxes-Confidential .xis. the 201 I combined "standaloae" total was less than the combined 
"actual" total. 

i 

-I. 

Excef files are llot identified by Bates numbers. 
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v- AUgLlSt .- c__ 
September 

2.884.771 -__I 

2,236.422 

'0.3. Please see the response to S1%' 22.07 f i k d  on Kosember i9.2012. 

i. Please see STF 16.1Oji) %anddone F'S Actual Property TasesCi)-OonFidential.xfs: which 
has been updated to include 2012. 

Excel Frles are not: identified by Bates numbers. 
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S ~ S ~ ~ ~ 5 E ~ ~  
PRATE C4SE 

LTDR 1.66 

Prmrrty T a  Exmse. Please provide the amml level of propea tax expense, for 2009 through 
203. I and 2512 to date. as IX ell as The year end plant in service for 2009 through 251 J and 3012 
to date. 

WSPOKSE: 
Please see the files Listed bclow and enclosed on the attached CD far 1 )  property tax 
expense for 2009 throusli 201 1 and 2012 through. Q1, as well as year-end pfanr in 
service used to calculate property tax for tax years 2009 through 2012; and 3)  
supporting documents. 

_.̂  -- 
LmR 1.66 Property Tax and Plant-Support- 
C ~ ~ ~ d ~ ~ ~ i a ~ . ~ d f  1 TEP4XX332S-003330 . 
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TO THE TERMS T 
PROTECTIVE AGR 
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~~1~~~ D-4TA REQUESTS - 2012 TEP RATE CASE 
DOCKET NO. ~ - ~ 1 ~ 3 3 A - ~ Z - Q 2 9 ~  

J d y  13,24312 
tXbR 1.68 

_l_l Properti; _I_ -------- Taxes. List all amounts o f  property taxes and public utility realty taxes still under 
dispute at December 3 1, 201 I and present. and indicate Che tax 3ear and tlic titving district to 
which each relates. List total property taxes and property tax refunds or abatements each year, 
far rhe test year and the preceding three calendar years. Also, list my refunds received 
subseqwiit l o  the test year. Describe and show the accounting treatment accorded to ea& itern, 
showing journaf entries, dates, accoum, amounts, and descriptions. 

~ S ~ ~ ~ S ~ :  

Plea9e see the fik, UrDR 1.68 Proper@ Taxes-Con~dential.pdf, Bates Kos. ~ ~ F \ ~ ~ 3 ~ ~ Q ” ~ # 3 3 7 1 ,  
on the enclosed CD fm a summary of property tax activity for December 3 I ,  201 1 and &e 
preceding tbree calendar years. There are 110 property mes  cunenify in dispute. nor were any 
being disputed at December 3 I ,  201 1. Moreover. there have been no property tax rehnds or 
abatements for any of the periods indicatcd. 

Bates Nos. TEP\OO_? 3 70-00337 1 coiltain confidential information and are being provided 
pursuant to the terns of the Protective Agreement dated July 6, 2012. 

MESPCPXDENT: 

&go RamireL 

WITKESS : 

Karen Essinger 



e TfAt TEP(02 3370 
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TU TO 
ST-4FF’S TWENTY-ET 3012 TEP RATE CASE 

December 10.2DP2 
STF 28. I 

Propem Taxes. Per the December 4, 2012 inlervicw with Jason Ibdcmachcr and Carl 
Dabel stein concemi3ig property taxes, please provide the foflowkg infomation (pre€embly in 
Excel): 

a. Actual versus stand-alone properly tax calculations for ‘Ic3EP for plant in service as of 
1 c. r- 

Actual versus statid-alone property tax calcuiatioiis for LSTS Elecziz €or plant in service 
as of 1213I12011. 

Actual vcrsus sand-alone property tax calculations for UNS Gas for plant in sen7ice as of 
12,‘31/30Jf. 

Actual vmuc stand-alme property bu calculations for TEP for plant in service as of 
12/31/2011, resttklifig the ptmt to Springcmille Unit I .  (Results should be comparable 
wiih the response to S TF 22.7(c). 

Tbe e q ~ ~ ~ a ~ ~ ~ ~  actuaf and stand- alone propem taxes for Spfingen7ille Unit 3 and 3 
property taxes based 0x1 plant in service as o f  127 I /2011: if the results would vaq fi-om 
the $453,720 adjustment to account 4015, property taxes other production> made in 
Company Pro Forma Adjustment hn. 5. If the results of Sprhgerville Unit 3 and 4 
property taxes based on plait in service as of 1213 1/23 t 1 uoutd not vary from i%c 
$452,720 amouni in Company Pro Forma Adjustment No. 5. please sfate so in your 
response. 

A 3 1/20 1 1. 

b. 

c. 

d. 

e. 

. 

~ ~ S P ~ ~ ~ ~ :  

a.-d. 

e. 

Please see the files listed above for &e requested infomation. 

’ f i e  rettwfts v q  .From the 5452,720 ad+jus.hnent to account 408. Please see STF 2S.l(e) 
PropTaxSpvU3X4 -Confidentistl.xls listed above. 

Jason Rademadier 

Karen Kisdnger 
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Tucson Electric Power Company 
Docket No. E-01 933A-9 2-0291 

Attachment RCS-5 
Copies of Regulatory Commission Order Excerpts Addressing Sharing of 

Directors & Officers Liability llnsklrance Cast Between Sharehofders and Ratepayers 

-- 
No. of 

Jurisdiction Docket No. Ordcr Date Utility Pages i Page No. 
I 

I Y V .  ut 

Jurisdiction Docket No. Ordcr Date Utility I Pages jpage No. 
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BEFORE THE FLOXZTDA PIJBLfC SERVICE COMMXSSXOK 

In re: Petitioii for increase in rates by Progress DOCKET NO. O90079-EI 
Energy Florida, Inc. 

En re: Petition for limited proceeding to include 
Bartow repatwering pro$cct in base rates. hy 
Progress Energy Florida, Iiic. 

In re: Pctitioti for expedited approval of the 
deferral of pension expenses, authorization to 
charge storm hardening exyense? to the stomi 
damage reserve, and variance from or waiver 
of Rule 25-6.0143{1)(~), (d), and (0: F.A.C.. 
bj Progress Energy Florida. Inc. 

DOCKET NO. 090 1 W E 1  

DOCKET NO, 090135-E1 
OKDEI?. NO, PSC- 1 0-0 1 3 f -FOF-EI 
ISSUED: i342rch 5,2010 

The following Conimissioners participatcd in the disposition of this matter: 

APPEARANCES : 

CHARLES ~ ~ H ~ ~ ~ ~ ~ E L ,  Associate Public Counsel, CI-IRRTJE 
Public Counsel, and PATRTCI.4 A. ~ ~ ~ ~ S ~ ~ ~ S ~ ~ ,  i"rssociate Public Counsel. 
ESQUIRES, C)f€ice of the Public Counsel, c /o  the Florida LegislEtusc, 1 11 West 
Madison Strect, Room 81 2, Tallahassee, Florida 22399-1 400 
On behalf of thc Cjtiycns o f  the State of Florida IOPC). 



A:tacnment RCS-5 

Page 3 of 31 
Docket NO E-01933&12-C291 

costs have heen removed. .r\ccordingly, we find thar PEF has made the apyropriate acijustnienfs 
to rcmol e a\ iation cost fer the test ?car. 

H. Advertising Expenses 

PEF rcmoved promstinnaf advertising cosis in the an-rount of S3,3SS,OOO, as rcflected in 
MFl? Schedule C-2. The jitrisdictional amount. net of tax, is $3,0Q 1,000. 'The explanation given 
by PEF is to exctude the cost of proimtioiial advcrtising in order to comply with our guidelines. 

We n a e  an excerpt from the procedures followed by our auditors for the 2tNX base year: 

W e  re vie^ ed additional samples of stili ty dvertising expenses, industry dues, 
economic de~elopment expenses, outside ser~~iccs,  sales expenses, customer 
service espeiises and administrativc: arid general service expenses to eiisure that 
amounts supporting non-utility operations ~w2-e remottd. 

'Chc Company's advertising expense is one of the arcas specifkaljy examined by our 
auditars. There were no find& with respect tu this issue. Thcrcfore, we find that PGF has 
made the appropriate adj ustrnents to remove advertising expenses for the test year. 

I. jlilictors and Officers K?&Ol Liability linsuratice 

PEF argucd that OPC witness Schultz is ineorrcct in his assei-tioii that D&O liability 
iiisrnrance docs not benefit ratepayers. and thus should be disalloviied. PEF child to the mast 
recent TECO c a ~ e  in which this Conmission dccided that D&O liability insurance is a necessary 
and zeasonstblc business expense and is a p p r o ~ r i a ~ ~ ~ s  included in cusmmxs' PEF 
asserted that w e  have dread! rejected the argument that Mr. Schultz raises in other cases and 
there is no valid reason for t i s  50 depart from its previous h d i n g s  in this case. 

OPC witness SckuItL qucslioneci iyhether the cos! of f1k.O liability insurance is a 
necexxiry and appropriate expense l o  pass on la ratepayers. He stated that the expense protects 
sharoholders from ihc decisiuris they made when they hired the Company's Board of Direcrors 
and the Board of Directors iii turn hired the officers of the Conipany. Hs noted that the 
Company iiicluded $2,2 Inillion in Account 925 for D&O liability insurance, but he believes the 
correct amount to be $2,750,650 for ~ 3 ~ 0 ~ 0 ~ ~ - ~ 0 ~  in coverage. ETe disagreed with o w  rccerit 
Peoples Gas case in which the expense was allowed as a legitimare business expense.'" The 
witness testified that the pertinelit issue is whcther the cost is bcnefkial to rarcpayers, not 
uhztlwr 41 is a lcgitiiiiate business expcrrse. He stated that we have disallowed the cost in the 
past. 

OPC witness Seliuftz testifizd that other jurisdictions have disalluwsd thir cxpenc;e, Me 
stated, for ehclniptcn that n Cormecticut decision limited rcco\w-y by ~ o i ~ ~ ~ e ~ ~ ~ ~ ~ t  Light and 
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Power to thirty pcrccnt. because ratepayers shouid not be rcquircd to protect shareholders from 
the decisions they make in electing the Board of Directors. He addcd that ~ o ~ i s o l ~ d a ~ e ~  Edison 
was not allowed to recover the ful1 amount in a Kew York case. I-Je explained that the 
d i sahvmce  was dite to excessive coverage in part, and that a gartion ofthe amt?unl found to be 
rcasonable was also disallowed. IJe stared the rensun fol: the additional disallowance was that 
D&O Liability insurance provides protection to sharehnfders from matters in which the 
customers have 110 illfluence, 

OPC witness Schtiltz recommended disalowmcc of the tomi cost o f  D&O liabifity 
irisurarice of $2,756,650 ($?,LE1 3,100 jtrsisdictioiial) because the purpose of the insurance is lo 
protect shas&olders, not ratepqers. T-le stated that he does nor take thc position that the 
Company should not have the iiisurance, but that it should be paid for by those who berielit from 
the jusrirance; that is, the shascholders. 

OPC argued that PEF did not offer any testimony in rebuttal to OPC witness Schultz that 
:he D&O liability insuraiice should be disallowed. OPC stated that, in each of the cases cited hy 
witness SchuItZ; in his testimony, the Chnipany argued that D&O liability inswance i s  a 
necessary and prudent cost required to attract a id  retain cornyetent dircclors and officcrs, yct a 
disallowance was made. OPC challenged the cost for ~ ~ O 0 , ~ 1 ~ ~ , 0 ~ 0  of coverage as being 
excessite, aid questioned v.hethcr thc cost for that b e l  o i  covcrage is appropriate to pass 013 to 
ratepayers. 

OPC noted in particular a Consolidated Edison Company Case. OPC stated that in the 
final decision, the New York ('ommission ( W C l  ruled that $3oO,OOo,~Oo of coxwage wns 
excessit e based on the coiiiparisons to similar companies and tiisailowed the premium associated 
with ~100,000,000 excess, and then disailowcd 50 percent of the premium associated Lvith the 
$200,000~000 ha t  Mas determined to be reasonable. OPC stated that. in the discussion, the XYC 
noted that 1)&0 insurance provides s:ihstantiaI protcction to sharehoidm who elccl directors and 
have influence over whcther competent directors and of5czrs are in place, while customers hat e 
no influence. OPC noted that the KYC further stated at page 9 1 of its order that: 

YVe find no particuiarlj~ good nay to distinguish and quanti@ thc benefits of D&O 
iiisurarice to ratepaycrs froni the benefits to shareholders. esyecialfy taking into 
account t'ne advantage that shareholders have in control m z r  directors and 
officers. We believe the fairest aiid most reastriiable nay to a p p u ~ ~ i o ~ ~  the cost of  
D&O insurance therefore is to share it equally betnecii ratepayers and 
shareholders. 

I'IPUG argued that the amount should be disallowed, because the. expense directfy 
benefits oiily PEP'S s ~ ~ a ~ ~ ~ i ~ l d ~ r ~ ~  

PG witness Sclmltz that :his Commission has d ~ s a I ~ o ~ ~ ~  D&o insurance 
in water and wastewater cases in the past.42 We do riot agree with OPC that the ratepayers do iiot 

'' & Order Kos. PSC-39-03t;S-FOI;-U'S, issued May 29.1009, in Docker No 080121-\niS, In rc Amlication f x  
l_l--I-_-c--l_.--- increase in water and wastewater rates in&chua. Erevard, DeSoto, Highlands, L a k L e e .  Marion, Orange Palm 
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bene‘flrt from l>&O fiabiliiy insurance. W e  believz that D&O liability insurance has become a 
necessary par? of conducting business for any company or organizalion a i~d  it would be difficult 
for companies to attract and retain competent directors and offjeers with om it. Fie also believe 
that ratepayers receive bcnefits from being part Ltf a large public company, such as easier access 
to capilal which mal; result in 1o~;er  ratzs. As stared in the %ECO order: 

Wc find that [D&O liabilitj 1 insurance is a part of doing business for a publicly- 
awned (kmpany. It IS necessctry TO attract and retain cctmpetcnt directors and 
ofGczrs. Corporfttc surveys indicate that virtuaIty ail public entities rriaintairk 
[D&O liabilitj 1 insurance. incl~tding Investor-owned electric utilities. . . . We do 
not agree with OPC that the ratepayers do not benefit from [D&U Iiabiiityf 
instrrance, It is not realistic to expect a Isrge public company to operate 
efficti\ eIy uitliou! LIMO Iiabilitb 3 

We agree with I W  that the amount of the D&O liability iiisurance provided in discovery 
responses is $2.2 million, not $2.75 million as acijuslcd by OPC witness Schultz. However, w e  
note that the amount of the premium for the test ycar is projected to be higher thart the premium 
for 2008-2009, but lower than the previous three yzars. even though the amount of coverage \.vas 
increased from $280 iiiillion to $300 million. 

I n  summary. believc that D&O liability insurance has become a necessary put  of 
conducting business for an:, pubticly owned ~ompany and it .c\oulcl be difikult for cvrnpanies to 
attract and retain competect directors and officers without it. We also believe that ratepaycrs 
rcccive bendits from being part of a large public companj. incltrding, among othet things, easier 
access lo  capital. Because D & 0  liability insurance benefits both the ratepayer and the 
shareholder, it should be a shared cost. Thus, w e  find that 0&:4\;1 expense shall be seduced by 
$964.91 3 jurisdictional. to reflect the sharing of costs betveen rhe ratepayers and the 
shareholders. 

J. Eiijuries and Dainailes Expense 

PEF stated thsl FERC Account 925 on X1FR Schedulc C-4, p. 44 of 43, reflects an 
expense of $8,882,000 for injuries and expeilses. PGI: stated tha; the numbers were audited by 
oar auditors tvho reconciled thc amounts on the MFRs for 3008 cxpenses to the Company’s 
actual book: and rccords. PEE staled that it based its 2010 budget for injtiries arid damages 
expense on tiic Company‘s actual historical 2008 expenses. PFF argued that it is. therefore, 
entitled to rccovcr this expense. 
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February 4,2009 

By the following Commissioners: 

John W. Betkoski, I l l  
Donald W. Downes 
Anthony J. Palermino 



Docket MU. 08-07-04 

Attachment EZS-5 

Page ? o f  3’1 
Dockt  NO, E-0i933A-lZ-G291 

Page 42 

(in $000~)  
~ o ~ ~ e ~ s a t ~ ~ n  Expense 

Proposed Base Payroll 
Department Adjustment 
Allowed Base Payroll 

Ovsrtirne and Premium Pay 
Department Adjustment 
Allowed UiJ and Premiim Pay 

Capitalized Overhead Pay 
Department Adjustment 
AIlowed Cap. OlH 

Incentive Compensation 
Department Adjustment 
Allowed Incent. Camp. 

Tofaf C o ~ p ~ ~ s a ~ i o ~  Proposed 
Total Dept, ~ ~ ~ ~ s ~ ~ ~ ~ t : ~  
Total Allowed Compensation 

Aliocated incentive Gomp. 
Total Department: ~ d j ~ ~ ~ ~ ~ ~ t s  
Allowed Alloc. Inc, Comp. 

To address the public’s concern that customers 

2009 __. 

$55 627 
153 SSOl 
$52,747 

$6,754 
i$? ,6721 
$5,082 

($4,083) 
$ao 

($4,003) 

$7,565 
gE3.6711 
$3,994 

$66,963 
L$9,1431 
$57,820 

$1,154 
j$553) 
$601 

( $ ~ ~ ~ 9 6 ~  

2010 - 
559,115 
j$4,565) 
$54,550 

$7,024 
J$: ,S4Zl 
$5,032 

($4,207) 
$53 

($4,144) 

$7,79? 
is3,7971 
$3,994 

~ ~ 1 ~ ~ 2 4 1 ~  
$59,482 

$2,1415 
{$SSS\ 
$587 

($1 ~ ~ ~ 0 ~ )  

are paying 1 
& ~ m p e ~ s a t ~ ~ ~  paid to the top officers of the  Company, the ~ ~ ~ a ~ ~ ~ ~ t  offers that, for 
example, the adjustments made in this Decision reduce ‘the amount of c o ~ p ~ ~ ~ a ~ i o ~  
paid to the Company President and Chief Operating Officer, that are actuatfy inch 
rates and paid by customers, by approximately 33% and 31%, respectively. 

in its A p p ~ i c ~ t ~ o ~  UI requested the D e p a ~ m ~ n t  authorize $844 t h o u s ~ n ~  far 2009 
and 2010 Directors and Officers Liability Insurance (DQL) ($852 thousand less $8 
thousand aliocated to ~ ~ ~ - r ~ ~ u ~ ~ t ~ d  entitiesj. Sche ule WP C-3-31 A&B. T 
Company’s p o s ~ ~ ~ ~ n  is that DOL is a business expense of having a ~ ~ ~ ~ [ c  c ~ r ~ o r a ~ ~ o n ,  
and the customers pay for all of the  ~ r ~ ~ n a r y  ~~~~~~~s expenses that a ~0~~~~~ would 
incur. Tr. ~ ~ / ~ 4 / 0 ~ ~  pp 62 and 63. 

The OCC stated that in the  past two rate decisions i ~ ~ o ~ v ~ ~ ~  Ul,  the ~ ~ ~ a ~ ~ ~ n ~  
has determined that a portion of Ill’s DOL ~ ~ ~ ~ r a ~ ~ e  costs should be funded 
ratepayers. Despite th i s  fact, Ui is ~ r ~ p o s ~ ~ ~  to recover 100% of its 
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costs in this proceeding. The OCC cited its previous arguments that corporate scandals 
have increased costs dramatically, that ratepayers do not elect the Board of Directors 
(BOD) and officers of the Company, and that shareholders, who are protected by the 
insurance, should not be subsidized by ratepayers for DOL insurance costs that are 
designed to protect shareholders from their own decisions. The facts and 
circumstances regarding the DOL insurance have not changed since Ul‘s last rate case. 
The OGC recommends that the DOL insurance be reduced by 75% with only 25% being 
passed on to customers, but stated that its absolute preference would be to disallow the  
cost completely. OCC Brief, p p ~  79 and 80. 

The AG indicates that the amount requested is roughly six times the amount that 
the Department approved in the 2006 Decision. In the 2006 Decision, the Department 
specifically agreed with both the AG and OCC that “DOL insurance protects only 
shareholders from the actions of management that they selected.” Although the 
Department allowed UI to collect one-quarter of its requested amount in the 2006 
Decision, the Company requested the entire amount be funded by ratepayers. The AG 
stated that this bold act of indifference to the Department‘s clear precedent and to the  
financial stresses facing its customers should be firmly rejected. At the very mast, the 
Department should authorize only the levels for DOL insurance that it approved in the 
2006 Decision. AG Brief, p, 18. 

in the 2006 Decision, the Department noted the OCC’s and AG‘s positions, as 
well as the position of the Company who stated that if there was no inswance and there 
was a huge claim, it could put the Company in financial peril, which would potentially 
impair its ability to serve. Therefore. the Department allocated 75% of DOL costs to the 
shareholders, with the residual 25Oh to be funded by ratepayers. 2006 Decision, pp. 46 
and 47. The Department rejects the Company’s current proposal that ratepayers fund 
10O% of DOL insurance costs, and reconfirms the precedent afforded by the 2006 
Decision. Accordingly, the Department allows $21 1 thousand of DOL. insurance costs 
to be funded by ratepayers in years 2009 and 2010 ($844 thousand times 25%). This 
results in DOL insurance expense decreases of $633 thousand in each of years 2009 
and 2010. 

3. Fringe Benefits 

In Section 111.1 .f.: the ~ ~ p ~ ~ ~ e n t  made ~ d l ~ ~ ~ ~ e n t s  to corn nsation of $12.033 
million and $q3.655 million in 2009 and 2030, r ~ s ~ ~ ~ ~ i v ~ ~ y ~  Th also results in an 
adjustment to fringe benefits that ~ c c o ~ p ~ n y  ~ ~ ~ ~ ~ ~ s ~ ~ ~ ~ ~ .  The Company indicates 
that its composite fringe benefit rate for 2509 and 2010 is 45%. Responses to 

atories EL-30-2; EL-31-2; and E t  33-1. 

In its Written ~ x ~ ~ ~ t ~ ~ n s ,  the C ~ ~ p a n ~  argues. against its own filed ar;d sworn 
record evidence of a 45% fringe benefit expense related to c o ~ ~ ~ n s a t i o n ,  that the 
“correct compensation-driven benefits iaader from an expense standpoint” is 20.6% and 
attempts to justify that amount by listing greatly reduced expeixe amounts for certain 
”Compensation Driven E ~ p l o ~ ~ e - R e ~ ~ t e d  Benefits Loa er.” UI Exceptions, pp. 29 and 
30 The Departinei-it notes that the C o ~ ~ a n y ’ s  Response to l n ~ e r ~ o ~ a ~ o r y  El-33 that 
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January 28,2008 

By the following Commissioners: 

Anthony J. Palerrnino 
Anne 6. George 
John VV, Betkoski, Ill 

Ct 
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expenses by $2.232 million to remove the non payroll projected costs in excess of the 
original budget. 

2. insurance Expense 

The test year expense for inwrance expense was $6.817 million. The Company 
proposed a rate year increase of $.65 million or a rate year expense of $7 467 million. 
Application, Schedule C-3.10. CL&P revised the request and reduced the insurance 
expense by $17,000. The revision was a result of recent premium information. The 
change is a c o r n b ~ n ~ ~ ~ ~ n  of increases and decreases in dif’ferent types of insurance. 
Response to Interrogatory EL-80-SPOI . 

The Department accepts the Company’s revisions except far the Directors and 
Officers insurance expense and capital allocation as discussed in detail below. 

a, Director and Officer insurance Expense 

The test year expense for Director and Officer insurance expense was 
$1.423 million. The Company proposed a rate year increase of 50.164 million or a rate 
year expense of $1.587 million. Application, WP C-3.10. As indicated above, CL&P 
revised its rate year insurance expense and decreased the rate year D & 0  insurance 
expense amount by $270 million to $? .317 million. Respotise to Interrogatory 
Et-80-SPO1 and Late Filed Exhibit No. ’l12SP-01. 

CL&P claims that D&O insurance ts a legitimate and customary operating 
expense and that no director or officer with the necessary knowledge and experience 
would take the risks associated with serving CL&P without this type of protection. CL&P 
states that the Sarbanes-Oxley Act requires that certain skill-sets be reflected in the 
Board of Directors (BOD), and in order to attract and retain in~iv jdua~s that meet these 
requirements CL&P must offer D&0 coverage to its BOD. Ct&P ind~&ated that the 
Department has already confirmed that D&O is a necessary operating expense that is 
recoverable. CL&P Brief, p. 39. 

The AG argues for the removal of the entire $1.587 million. The AG states that it 
is inappropriate to force customers to fund a plan that benefits only s~a~eho~ders.  D&O 
insurance protects shareholders from their own decisions and is intended to protect 
directors and officers from lawsuits brought by ~ h a ~ e ~ o l d e r s .  AG Brief, p.  28, 

The OCC states that p r ~ ~ i u ~ s  for insurance exetuding D&O insurance 
decreased from $9.4 million to $ -41 million whiie D i ~ s ~ ~ ~ n c ~  is e s ~ i ~ a t e d  to 
increase 1 1 .5% from $1.423 rnillio to $1.587 ~ j l ~ i o n .  rther, the  OCC believes that 
the D&Q insurance requested amount is excessive, ignores the ~ e p a ~ ~ e n t ’ s  prior 
rulings, and ratepayers shoui not be required to protect ~ ~ a r e ~ ~ ~ d ~ r s  from the 
decisions they make in electing the BOD. The UCC argues that ~a rban~s -ux~ey  
merely requires officers & directors who have a fiduciary duty to a ~ k n o ~ ~ ~ e ~ g ~  
responsibility by signing their names. It was not the i r n p l e ~ e n t a ~ ~ o ~  af Sarbanes-Oxley 
that caused an increase in premiums, it’s the claims filed that caused the increase. The 
OCC adds that DBO insurance has d ~ a s ~ ~ ~ a ~ ~ y  reased from 5,67% of ‘the aggregate 
insurznce amount in 2002 to 13.’l5Y~ in 2006 projected to cost ”1.87% in the raie 
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year. The OCC recommends a D&O insurance reduc~ io~  of $1.202 million to $0.385 
million. The OCC calculated this amount by using the 2002 test year amount increased 
by inflation. OCC Brief, p. 44. 

In Docket No. 03-07-02, CL&P requested a rate year amount of $1.043 million 
and was allowed the test year amount of $.330 million. 03-07-02 Decision, pp. 48-49. 
This allowed 33% of the requested amount. In that decision, the Department indicated 
that it does allow same level of D&O insurance expense in rates to assure some level of 
ratepayer protection from lawsuits. in the Ut Decision, t h e  Department allowed 25Y0 of 
the D&O insurance expense to be alfocated to customers. In the Decision dated 
February 5, 7999, n Docket No. 98-01-02, DPUC Review of the Connecticut tight and 
Power Company's Rates and Charges - Phase /I, the Department took the OCG 
approach and calculated the I999 expense by inflating the 1996 level. This allowed 
46.7% of the requested amount. In the Decision dated May 25, 2000, in Docket No. 99- 
09-03, Awlication of Connecticut Natural Gas CorDoration for a Rate Increase, the 
Department ailowed 20% of the p r ~ ~ i ~ ~  amount. 

The Department agrees in part with the OCC that ratepay~rs should not be 
required to protect shareholders from the decisions they make in electing the BOD. 
However, the D ~ p a ~ ~ ~ e n ~  his~orically has allocated a percentage to ratepayers to 
protect from catastrophic lawsuits. Accordingly, the Department finds it a ~ p r o ~ r ~ a t e  to 
allocate 30% to ratepayers and 70% to shareholders. This allocation is fair and 
consistent with the level allowed in Docket No. 03-07-02, Therefare, the Department 
allows $.395 million ($1.31 7 million x 30%) and disaitows $.922 million to be  coilected in 
rates. 

CL&P or~g~nai~y proposed a rate year c a p i t a l ~ ~ a t ~ o ~  factor of 25.3%. Application, 
Schedule WPC-3.10. The Company revised this amount to 26.6% in order to reflect 
updates based on recent invoices, Response to EL-80-SPOt and Late Filed Exhibit 
No. 112. The test year before pro forma adjustment was 35.6%, Appljcation, Schedule 
WPC-3.?0. A majority of the pro forma adjustment was to remove a non-recurring 
charge for the public liability reserve. This adjustment was based on an independent 
study performed by Mercer, fnc. The r ~ ~ ~ i ~ i n ~  pro forma a ~ j ~ s t ~ e ~ t  included the 
addition of $284,000 that was for a non-re~urr i~g credit or refund received from USICO, 
a mutual property insurance company. Response to ~nter~o~atory  EL-43. 

The OCC claims that CL&P has ~ n ~ ~ u ~ e d  a significant increase in the percent of 
costs being charged to expense as opposed to capital. Specifically, the Company's 
proposed reduction of mare than 10% to the capital ~ l locat~on is s 
CL&P's focus on system i ~ p r u v ~ ~ ~ ~ t s ,  The OCC argues that t 
present any  en^ to justify an a ~ l ~ c a t ~ o ~  ch nge. UCC Brief, 

~ ~ ~ ~ z ~ t ~ ~ ~  factor of 35.6*/0, That ~ ~ p ~ ~ a ~ ~ z ~ ~  amount 
pense to $5.802 million for a total ~ ~ s ~ ~ l o w ~ n ~  of 

ng the test year c 
reg ate in s u ran ce 

$1.665 million. OCC Brief, pp. 
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8. utside Services - Au 

Uf originally projected $533,OOQ, $552,000, $573,000 and $594.000 for audit and 
accounting expense for rate years 2006 through 2009, respectively. Schedule C-3.16 
A-D. UI later increased the projected expenses by 5149,000, $164,000, $177 000 and 
$194,000 for rate years 2006 through 2009, respectively, citing the Company’s 
response to Interrogatory EL-159. Late Fiied Exhibit 

However, the response to l n t e r r o ~ a t ~ ~  EL-159 only identified a potential 
increase of $100,000 for 2006. The Company’s response to l n~e r roga to~  Et- I59 and 
the testimony on 10114f05 state that the original projection was strictly an estimate and 
that U1 is in ~ e ~ o t ~ a t ~ o n s  with Pricewaterhouse Coopers for a new contract. Ut is 
seeking to enter into a long term fixed price contract for SEC reporting audit services io 
mitigate the potential increase. Ul testified that the Company is still negotiating and 
trying to get the price increase down, but, the increase could be greater than the original 
estimate. Response to Interrogatory EL-159: Tr. IOf14/05, pp. 174 and 175. Ut Jaier 
testified that they negotiated it new contract and the increases in Late Filed Exhibit No. 
I are based 017 the cost of the new contract. Tr. 11/9/05, p. 2394. 

The 066 believes that the response to ~ ~ ~ ~ r ~ ~ ~ a ~ u ~  EL-I59 does not support 
the amount of increase apparently requested by Ul in Late Filed Exhibit No. 1 and 
leaves unanswered questions regarding the certainty of the projected increases. 
Therefore, the QCC has removed the increases i~ent i f~ed in Late Filed Exhibit No. 1. 
OCC Brief, pp. 63 and 64, Exhibit 5. 

The Department takes into account the entire record evidence on a given 
expense in d ~ t e r r n ~ ~ ~ n ~  if it is proper for the rate year. Therefore, based on the 
testimony given during the late filed exhibit hearing. the Department approves the 
increase to accounting and audit expense as shown in Late Filed Exhibit No. I, 
Revised. 

ses expenses tor ~ i ~ ~ ~ t u r ~  and Officers L ~ ~ ~ j i ~ ~ y  Insurance 
(DOL) of ~ ~ ~ 3 , ~ ~ 9  for , and $559,612 fur each of the  years 2007 ~ ~ r o ~ ~ h  2009. 
Response to ~ ~ t ~ ~ r ~ ~ a ~ ~ ~  QGC-1U.4. tJI contends that it could not attract a direetor if it 
didn’t have DOL. It is a cust uf doing usiness. Tr 10/12/05. p. 868. Further, the 
Company asserts that, taken to thz extre s no insurance and there was a 
huge claim, it co in ~ ~ n ~ n c ~ ~ ~  perii, which would ~ o t e ~ ~ ~ ~ ~ l ~  impair its 
a ~ ! l ~ ~ y  to serve.” 
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The OCC indicates that “the numerous corporate scandals since 2001 has 
caused the cost of the DOL insurance to skyrocket.” Schuftz and DeRonne PFT. p. 48. 
Further, ”DOL insurance provides shareholders protection from their decision. 
Ratepayers in general do not elect the Board of Directors and do not appoint officers to 
run the Company. Shareholders are protected by this insurance against their own 
decision in the selection of management. Ratepayers should not pay for the cost of 
insurance designed to protect shareholders from their own decisions.” OCC Brief, p. 
93; Tr. 10IZ2/05, pp. 867 and 868. Therefore. the OCC recommends that all of the DOL 
amounts during the rate period be excluded from rates and be covered cornpietely by 
shareholders. not ratepayers. 

The AG agrees with the OCC’s reasoning that DQL. insurance protects oniy 
shareholders from the actions of management that they selected. Thus, DOL insurance 
expense should be eliminated from UI’s rates entirely. AG Brief, pp. 24 and 25. 

The Department partially agrees with the OCC, the AG and the Company. in the 
03-07-02 Decision, the Department allowed a portion of that company‘s proposed 
expense and stated that “the Department has historically atlowed sume level of expense 
for D&O Insurance in rates to assure some level of ratepayer protection from 
catastrophic lawsuits.’‘ 03-07-02 Decision, p. 49. The Departnient also notes that the 
annual gross DOL premium (before credits and allocations) was S134, 430 in years 
2001 and 2002, increasing to $1,029,516 in years 2007 through 20Q9, lending credence 
to the OCC’s assertion regarding corporate scandals, above. The Department agrees 
with the OCC that the shareholders should bear the weight of their decisions in 
appointing directors (who appoint the officers of the Company). Accordingly, the 
Department aliows $140,000 of DOL expense, or approximately ’!A of the total company 
expense, to be collected in rates as the customers’ responsibility. 

The Department, therefore. disallows DOL expenses of 5393,879 in 20 
$419,612 in each of 2007,2008 and 2009. 

. Postage Expense 

Ut projected postage expense in the amounts of $1,475,000. $1,479.000, 
$1,485,~00, and $’l,491,000 for rate years 2006 though 2009, r e s ~ e ~ t ~ ~ e ~ ~ ,  Ui 

e Zest year expense of $ ~ , 3 ~ ~ , ~ ~ 0  by $74,000 for an anti 
increase from the USPS and $31,000 for volume and usage increase. Sc 
A-D 

The Governors of the US. Postal Service have accepted the r e c ~ ~ ~ ~ n d a ~ ~ ~ n  ta 
increase most postal rates and fees by 5.4% ~ ~ e c t ~ v e  J a n ~ ~ ~  8, 2006, including an 
increase in the rate for first-class mail from 37 cents to 39 cents. See 
http://wvLniv.usps.comlratecase/welcome. htm. 

Ut states that the volume and usage increase is due to items such as increase in 
collection letters due to higher disconnect for nunpay~ent activity, new program 
~ a ~ l ~ ~ g s  and increased ecanarnic d ~ v ~ ~ ~ ~ ~ e n ~  ~ ~ ~ ~ ~ i ~ ~ ,  Response to ~ ~ ~ ~ ~ r ~ ~ a ~ ~ ~  
E L-220 I 

http://wvLniv.usps.comlratecase/welcome
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The Department, therefore, accepts t he  Company's revision to computer and 
other expenses as Indicated in the Response to Interrogatory OCC-93. Accordingly, the 
Department reduces computer expenses by $.348 million ($10.1 19 rnikon less $9.771 
million) and other O&M expenses related to the test year processing and storage 
balance of $.596 million. for a total O&M adjustment for these items of 0.944 miikon 
($.348 million plus $596 million). 

2. insurance Ex 

a. Directors and icers Liability ~ ~ ~ ~ r ~ ~ c ~  

The Company requested Directors & Officers liability insurance Expense (D&O 
Insurance) of $1.043 million in the rate year. This included a test year pro forma 
adjustment of $ . O B  miilion and a rate year adjustment of $.6%4 million above the test 
year actual amount of s.330 million based on the actual renewal premiums for the poky 
period 4/23/03 to 4/23/04. Schedule WP C-3.12; Response to Interrogatory OCC-101, 

The OCC argues for the removal of the entire $1.043 milfion of D&O insurance 
expense. The OCC states: 

Ratepayers should not be forced to pay a cost that protects shareholders 
from the shareholders' own decisions Shareholders determine who the 
Board of Directors are and the Board of Directors are responsible for 
appointing officers of the Company. The officers are highly compensated 
to provide quaiity leadership with the utmost integrity Ratepayers are 
responsible for paying for the directors and officers services. The 
shareholders, not ratepayers, determine who the directors and officers 
are. Therefore, the shareholder should assume the risk associated with 
their decision regarding the  management of the Company. The cost to 
obtain insurance to protect the shareholders investment from t 
of management should be the responsibility of the shareholders. 

OCC Brief, p. 64 

The OCC aiso cites that the escalation in D&O insurance rates stern from the 
insurers' need to continue to reserve for l i ~ ~ ~ a ~ j o ~  and s ~ ~ ~ ~ ~ ~ e ~ t  expenses in 
connection with an influx of cIai from such entities as ' ~ o ~ ~ d ~ o ~ ~  Enron, 
Krnart, etc. Response to ~ n t e r r o ~ a t o ~  QCC-101. The increases in D&O Insurance and 
the related costs are due to the failures of directors and officers to ensure the C ~ ~ p a ~ y  
operated ~ r u d ~ f l t ~ y  and rea~o~abiy .  An alternative to to 
be to allow the test year cost of $.330 million. OCC Brief, 

The Department is sy~pathetic with OCC's argurnents and generally agrees that 
the increased premiums are, at teast in part, caused by ~ f f ~ & ~ r / ~ l r e c t ~ r  
~ i ~ ~ ~ n a ~ e ~ e n ~  or miscanduct in major c o r ~ ~ r a ~ ~ o ~ ~ .  Further, the  ~ ~ p ~ r ~ ~ ~ n ~  notes 
that CL&P's recent ctaims experience includes settlement of eight federal and state 
shareholder class action lawsuits that stemmed from the Nuclear Regulatory 
Commission's Watch List of  rob^^^^ at its Milistone Nuclear Plant in 1996 that resulted 
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in a $20 050 million settlement by its insurer. Further, a $33 million settlement was 
reached with the non-NU joint owners of Miilstone 3 related to the Company's operation 
of that plant. However, the Department has 
historicaliy allowed some level of expense for D&O Insurance in rates to assure some 
levet of ratepayer protection from catastrophic lawsuits. Therefore, the Department will 
ailow the test year cost of $.330 miltion and reduce the Company's D&O Insurance 
expense by $.713 million ($7.043 million less s.330 miltion). 

Late Filed Exhibit 73 and 73-SPO?. 

lie l ~ a ~ i l ~ t y  Expense 

The Company requested Public Liabifity Expense of $2.591 million in the rate 
year in Account 925.02, This Account includes the cost of the reserve accrual to protect 
the  utiiity against injuries and damages cfairns of employees or others, losses of such 
character not covered by insurance, and expenses incurred in settlement of injuries and 
darnages claims. ft also includes the cost of labor and related supplies and expenses 
incurred in injuries and damages activities. Uniform Svstem of Accounts prescribed fot' 
Electric Utilities. Public Utilities Control Authority State of Connecticut, 1/1/63, 0. 177 
(USOG), In its calculation of this expense, CLBP removed $1.497 million of test year 
expense that was capitalized, thus reducing the overall test year expense of $2.591 
million to $1.094 million. Schedule UVP '2-3.12. 

In response to an QCC data request. t h e  OCC questioned why CL&P shou!d na 
longer treat the public liability expense as an overhead cost, subject to capitalization. tn 
the Company's response it indicated "[ujpon further review it was determined that public 
liability insurance is an appropriate cost to be capitalized under the FERC Electric Plant 
instructions." Ct&P determined that the payroll averhea rate is the best vehicle for 
capitalizing these costs and changed the overhead rate for the remainder of 2003 lo 
inctude these costs. Response to ~ n ~ e r ~ o ~ a ~ o ~  OCC-99. Accordingly, the OCC 
recomrnends that $I .497 million of public liability expense be capitalized, thereby 
reducing ClAP's proposed expense. 

The Department agrees with the UCC and the C o ~ ~ a n y  that a portion of p~iblic 
liability expense. particularty as it relates to construction projects, is properly 
capitafizable. The USOC provides, for example, that the cost of injuries and damages 
or reserve accruals capitalized shall be char ed to construction directly or by transfer to 
construction work orders from this account. USOC, p. 177. "The Department also notes 
that it has been CL P's consistent practice to capitalize a portion of pubfic liability 
expense. Respons to ~ n t e r r o g ~ t o ~  QCC-1 00. The Company provided a revised 
schedule that calculated the cap~~a l i~ed  portion of Public Liability Expense using a 
c a ~ i t a ~ j ~ ~ ~ ~ ~ n  rate of 38.5% that resulted in a Ca~~taI i~at~Qn ~~~~~~ of $ 998 million. 
Schedule 'VVP C-3.12 evised The D e ~ ~ ~ m e n t  notes that the c ~ p j ~ a l i ~ ~ ~ ~ o n  percentage 
is cowistent with ot r ~ a y r o ~ l - r e ~ ~ ~ e ~  ca i t ~ l ~ ~ ~ t ~ o ~ s .  Schedule \N? C-3.28a. The 
~ ~ ~ ~ r t ~ ~ n ~ ,  the refore, reduces ublfc l i ~ b ~ ~ i t y  expense by $.$I98 million to reflect such 
c ~ ~ i t ~ l ~ ~ a t i o ~  
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amount. OCC analyzed the storm expense data and found that there is no relationship 
between total storm expense and inflation. For example, storm expenses were higher 
in 1992 and 1993 conipared to 1994 and expenses in 1995 and 1996 were higher 
compared to ’i997. Therefore, OCC also believes that there is no justification for an 
escalation factor in the storm budget. PRO Brief, pp. 9 and 10; OCC Brief, pp. IV-52 and 
53. 

The Department often uses a historical average, excluding the highest and 
lowest years’ costs, to calculate a rate year expense and believes that is the appropriate 
method for storm expense. The Department agrees with QCC’s analysis on the 
escalation factor. The Department calcuiates 1999 storm expense to be $8.483 million 
by averaging storm costs for 1992 - 1997, excluding the lowest and highest costs in 
1994 and 1996. Therefore, the Department reduces expenses by $3.169 million 
($1 1.652 million - $8.483 million). 

27 b irectors’ and 0 i cers’ Insurance 

CL&P has requested $1.391 million in directors’ and officers‘ (D&O> ~ ~ ~ b i l ~ t y  
insurance premiums for the rate year. Response to ~ ~ ~ e ~ r u ~ a t o ~  OCC-TO. DdkO 
insurance expenses for the years 1994 - 1997 were $497,000, $456,~U~~ $630,000 and 
$’I ,022~000, respectively. Expenses increased due to claims paid and higher liability 
limits, C U P  projects 1999 expenses wilt be higher for the same reasons. Responses 
to Interrogatories QCC-312 and PRO-6; Late Filed Exhibit No, 5, AR-DPUC-14, The 
Company indicated that the two reasons were actually one and the same. As claims 
are paid, the insurance avaifable in the future is reduced by that amount. Because of 
the ctaims aiready paid and potential claims, the Company purchased higher limits to 
restore its liabjlity coverage to previous amounts. This would give the Company enough 
coverage for potential future claims. Tr. 10120198, pp. 4005 and 4006; Late Filed Exhibit 
No. 162. A Company witness testified that all of the shareholder lawsuits are well 
known to CL&P and the D ~ ~ ~ ~ r n e n ~  and any damage ciaims wou~d be borne by 
shareholders. Tr. 9ilUi98, pp. 430-432. 

PRO, AG and OCC argue that D&O costs have increased from 1995 to 1997 as 
a direct result of ~ a ~ ~ g e m e ~ i ~  imprudence and the nuclear outages. The claims paid 
and pending relate to the nuclear outages. OCC and PRO believe the expense should 
be reduced to the 1996 level. Even though the outages occurred during 1996, PRO 
believes this would atfow for some increase due to inflation. OCC Brief, p.  IV-39; PRO 
Brief, p. 12; AG Brief, p 15 

Ratepayers should not have to fund higher l ~ a b ~ ~ j t ~  limits for directors and officers 
when it is those directors and officers who failed to ensure that the C o ~ ~ a ~ y  aperate 
~ r u d ~ n t i ~  and re~sonabiy. The Department reduces D&Q ~ ~ a ~ i ~ ~ t y  insurance ~ r ~ r n i u ~  
to a leve! that does nut reflect the nuclear butages. The ~ ~ p a ~ ~ ~ n t  agrees that the 
1999 expense shoul un the 1996 level. However, the D ~ ~ ~ ~ ~ e ~ ~  also 
befieves that this is a 

96 actual expense ~ d ~ u ~ ~ ~ ~  for i n ~ a ~ ~ ~ n .  
million ($1.391 million - $65 r n ~ l ~ ~ o ~ ~ .  

at s.65 million, which is t 
xpenses are reduced by 
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tax rate of 8.3% in the rate year. Tr. 2/16/00, p. 1775. A ~ c o r d ~ n ~ ~ y ~  the ~ ~ ~ a ~ ~ e n t  will 
reduce payroil taxes by an additional $42,746 ($515,017 x 8.3%). 

In Version 5, CNG made a vacancy adjustment of $.160,493. However, the 
Company failed tu make a corresponding adjustment for payroll taxes and the O&M 
allocation factor of 83.6%. Schedule WPC-3.28. Accordingly, the Department will 
further reduce this expense by $13.321 ($160,493 x 8.3%). The Department's total 
reduction to payroll taxes is $255,26Q ($199.793 + $42,746 -f $13,327). 

c. Gross  Recei 

Gas d ~ s ~ r i b u t ~ o ~  companies are subject to the Connecticut gross receipts tax 
(GRT). GRT rates of 4% and 5% apply to residential customers and 
commerciallindustriat customers, respectivefy. GNG's initial application projected a pro 
forma GRT expense of $10,599,786 for pro forma taxes at present rates. Schedule 
WPC-3.41. The Company's request for a $15,738,284 increase in its revenue 
r ~ q ~ ~ r ~ ~ ~ ~ ~  added $675,684 for a total pro forma GRT of $11,275.470. Schedule 
CI!C2. S u b s e ~ ~ ~ n t ~ y ,  the Company increased its pro forma revenues by $8,010,8?5. 
Late Filed Exhibit No. 4, Version B. This increased pro forma GRT hy 5343,924. 
Together, the changes increased pro forma GRT by $709,958 to $-I 7,619,394. 

The Company calculated a 4.29% blended GRT rate by ~ o m b i ~ i n g  the calculated 
taxes on residential revenues and commercia! revenues. Schedule WPG-3.4 1. GNG's 
calcwfation of its blended GRT rate properly excluded taxes on non-taxabte interruptible 
service revenues. Tr. 111 l /OQ,  p. 137. 

In Section It.C, above, the Department adjusted CMG's revenues for firm 
~ r ~ n s p ~ r t a t ~ o n  by $58,7UO, and for an additional customer by $709,000. The Department 
wilt make an adjustment to GRT at the  rate of 4.29%. Therefore, the  pa^^^^^ wilt 
increase CNG's GRT by $7,194 ([$58,700 -+ $109:000] x 4.29%). 

The Department's total adjustment for other taxes is $(I ,055.804), $f255,260) for 
payroll tax, $(807.733) for property tax, and $7,494 for gross receipts tax. 

itecfors 8 C ~ P S  hiabiti 

G has iricluded the cost of D&O l ~ ~ ~ ~ l i t y  policies tn pro forma insurance 
The D&O insurance provides the Company wfth c o v ~ r a ~ ~  for certain types of 

w r ~ ~ ~ f u ~  acts by directors or officers of the c ~ r ~ u r a ~ ~ o ~ .  Its intent Is to ~ a f ? g ~ ~ r d  the 
assets of t h e  curpar~t~on so that the Campany can  nu^ to provide service to its 
customers and earn a fair return for its shareholders. The C o m p ~ ~ ~  has two such 
policies. The first provides regular caverage and has a $84 100 a ~ ~ ~ ~ l  pre~~~rn. The 
Company include $7U~308 of that premium (83.6joh) in its pro forma expense. The 
second policy provides excess coverage and has a $ ~ 7 ~ 9 0 ~  annual  re^^^^. The 
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'7 of that premium ir, its pro forma expense for a total pro 
forma O s 0  insurance cost of $143,705 ~ $ ~ ~ . ~ ~ ~  -i- $73,397). Schedule WPC-3.32. 

UCC recommends that CNG's adjusted expenses be reduced by $81,807 to 
reflect the allocation of 20% of regular D&O liability insurance and 200% of the excess 
D&O liability insurance to shareholders. OCC would prefer that the cost be split equally 
between ratepayers and sharehoiders. Not withstanding that action, the OCC believes 
it appropriate to remain consistent with the Previous Rate Decision where 20% of the 
regulated premium was disallowed. OCC Brief, pp. 11, 37. Based an CNG testimony, 
PRO recommends a $7,031 reduction to this expense. PRO Brief. p. 7 I. 

In the Previous Rate Decision, the Departmeid found ./hat the Company needed 
D&0 insurance to attract and keep qualified directors and officers. However, because 
shareholders could also initiate suits against the directors and officers, the Department 
disallowed 20% of the premium of regular coverage. A d d ~ ~ ~ ~ n a l l y ,  the Department found 
that t he  Company had not justified allowance of premiums of excess DBO coverage in 
rates. Decision, p,  33. 

The Company has not presented any evidence in the instant docket to warrant 
dissimilar treatment. Accordingly, the Department again disallows the cost of the 
excess coverage policy premium in its entirety and 20% of the regular poky.  
Accordingly, the Department will reduce this expense by $14,062 (20% x $70,308) to 
eliminate costs attributable to shareholders. T h e  resultant allowed premium of 556,246 
requires an adjustment of $14.062. Adding that to the disaitowed excess coverage 
premium of $73,397 produces a total reduction to D&0 insurance expense of $87,459. 

b. Weather Stabilization insurance 

CNG seeks to recover $993,063 in premiums for a weather stabi~izat~on 
insurance (WSI) policy covering the 200012001 heating season. Schedule C-3.32. This 
approximates the cost of t h e  policy for the 199912000 season but is more than the cost 
of the policy in the 199811999 seasun The witness stated that t h e  Company obtained 
this insurance coverage to mitigate large swings in the Company's earnings in periods 
of extremely warm weather. CNG a b  proposed to set up a deferred account to allow 
true-ups of insurance premium costs in future rate proceedings. Bolduc PFT, pp. 7, 10. 

AG proposes that the  D e p a ~ ~ ~ ~ ~  reject CNG's proposal to recover any costs 
associated with WSI because it is not a cost 1: at ratepayers should bear. Ad 
AG points out that shareholders have already been compensated for weather in the 
allowed ROE. ~ u r t h ~ r ~ o ~ e .  the Com~any has failed to show that the WSI p r o v i ~ ~ s  any 
real benefits to ratepayers Brief, p. 6. 

UCC opposes the inclusion of WSI ~ r e ~ ~ u ~ ~  above the line. Brief, p 44. OCC 
agrees with AG that weather related risks are reflected in a company's ROE, and further 
states that e l i ~ i n ~ ~ ~ ~ g  that risk woul require a f u n d a ~ e n t ~ ~  r e ~ ~ s e s s ~ ~ n t  of the cast of 
doing business. Cotton PFT, p. 12. 
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requirement. However, b a d  tipon the evidence presented in this Docket, the 

The Cammission also denied W ’ s  request t o  recover a number of expenses from 



ratepayers. The Commission finds that, as noted by Mr. Marcus, these types of 

expenditures are unreasonable in light of the salaries pafd Entsrgy’s tap execut5ves. The 

Commission therefore disallows these perquisites. 

Director and Officer Liability Insurance 

EM’S applkation included $191,58038 in expenses f5r Director and Officer 

Staff tt4tness Plunkett recommends a 50% sharing of Lfability (“DILO”) Insurance. 

&me CQS&> pursuant to past Commission practice and based on the benefits that D&tO 

insurance provides €or both stocl;fmolders and ratepayers. [T. ~ 7 2 j  Ms, P’iunkett -Errrkher 

testifies that her recommendation does not presuppose that this expen 



ng that the ~ h ~ r ~ h ~ l d ~ ~ ~  are &e beneficiaries of such policies when 



IN THE i\llATTER OF AN APFLfCATZON FOR A 
GEhXltAL CMANCE OK ~ ~ ~ ~ 1 ~ ~ 4 ~ ~ ~ ~  PN 
CENTERPOW’S EXERGY ARKLA, A DIVTSXOK ) DOCKET NO. 04-121-U 
OF CENTERPOINT ENERGY REEXXRGES ORDERNO. 

) 
i 

COW’S RATES, CHARGES, AND TARPFS 1 
ORDER 

On Kovcrnber 24, 2003, Centerpoint Encrgy -4rkla (“Arkla” or the “Cornpany”j filed a n  

Application for approvd of a. genera! changc or modification in its rates and tarjffs.’ Arkla’s 

initial Application reflects that it was seeking a non-gas rate increase 0€$33,996,332 based on an 

ovcrail non-gas revenue requirement of $1 82,525.265. Ordcr No. 4, entered on December 36, 

2004, suspended hrltla’s proposed rates, charges, and taxffs pending further investigation by the 

The parties to this proceeding are PLrkla, the General Staff of the Arkansas Public Sewicc 

Commission (‘‘Staff ’1, the Attorney General of Arkansas (‘*AG‘’)7 Arkansas Gas Consumers 

(“AGC”)> and the Commercial Energy Users Group (TEUG’),  

Axkla filed the written testimonies of Jeffrey .4, Bisli, Charles J. Harder, F. Jay 

Cummings, Samuel C. Hadaway, Alan D. ItIerq, Michael ThcBerge, Gerald W. Tucker, Steve 

Malkey, Iclichael J. Adms, Walter L. FitzgeraXd, Michacl Hamilton, and John 5. Spanos. The 

Staff filed the written testimaiiies of Robert Booth, Alice D. Wright, A h a  illimis‘, Dan E. 

Martin, Gail P. Fritchm, Don Maione, L A .  Riciimond, Gayle FL+I-, Joilxrny Brow;, Robec Ti. 

Swairn, and Adrienne R. W. Bradley. Thc AG filed the nrritten testimony of William B. Marcus. 
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adjustments were calculated by applying the contiibuzion rate to each plirpy’s respective payroll 

adj us trxnts. 

The Commission finds that the empfoyec savings plm contribution rate should be applied 

to the amount determined for replar salaries and wages, overtime, and incentive pay consistent 

with tile ~ ~ ~ ~ ~ s ~ i o ~ ’ s  decision on these issues. The Commission accepted Arkfa’s position on 

regular satarks and wages, and overtime, asid the Staff‘s position on incentive pay. (Adjustment 

No. 1s-30). 

The purpose o f  D&Q insnrance is to protecl offiiiicxs and directors of a corporation from 

liability irt the event of a ciaim or lawsuit against them asserting wrongdoing in connection with 

the Company’s business. AG witness Marcus has two concerns with Arkla’s treatment of this 

expeme: (1) Arkla’s revised allocation methodology from an asset-based to axi ~ ~ ~ - b ~ ~ d  

allocation fi~s doubled Arkla’s costs; and ( 2 )  the costs shou‘td be split on a 50-50 basis lo 

is appropriate for an expense that bears no relation lo the level of plant. He contendcd that this is 

a necessary business expense which enables the Company to attracl and retain qualified 

maagerncnt. f?‘. 152-153) Mr. Marcus disagreed, staxing that the expense is not related to 

O&M expense either, the aIXocatictn shifts the GO& to Arkla away from Arkla’s electric affiiiare, 

payncts, they shot?ld bear a pmiion of the cost of buying the insumrice. (T. l4G5-1466) ~ I K .  
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Harder responded, contending tnat: (1) the AG cites no evidence to show shareholders are the 

primary beneficiaries of these insurance proceeds; (2) litigation often involves past stockholders, 

In which instance rbey are no different thm other individuals filing tort claims; and (3) when 

current shareholders are involved, payments are made to the corporation in which case customers 

are the ultimate beneficiaries. (T. 122’7-1 229) 

The Commission finds that Arkla has not justified its change in allocation factors nor has 

i t  justified why this expense should not be split equally between stockholders and ratepayers. 

Arkla did not adequately explain why, at this time, it changed From a asset-based to an OBtM 

expense-based allocation factor. Arkla’s explanation that it is an expense to attract qualified 

management does not establish a Justifiable relationship between the cost and the cost expense 

allocation factor the Conipany used. Mr. Marcus testified that D&O insurance costs art: part of 

v general corporate overhead to protect Company profits which are largely asset-based for a utility. 

(T. 167-169) Mr. Marcus’ testimony that this insurance protects corporate profits also fends 

support for sha~r ig  the insurance costs between shareholders and ratepayers. The news fT. 1040) 

is replete with stones about companies experiencing lawsuits by shareholders. ?‘ 

agrees with the AG that more often than not it is the current shareholders who sue ~ ~ n a ~ ~ ~ ~ ~ ~  

and who receise a large portion of‘ the proceeds from the D&O insurance payouts. Accordingly, 

the Cnmrnissian finds that Arkla’s existing asset-based allocation f5or D&O insrirance shoul 

maintained and that the expense ;^or D 8 insurance should be shared an a 50-50 hasis between 

shareholders and ratepayes. 
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On December 29,2004, Arkansas Western Cas Company (“AWG” or the ‘ ‘ C ~ ~ ~ p a ~ ~ ” )  filed 

an appficatisn for approval of a general change or r n Q ~ i ~ ~ ~ t ~ o n  in its rates and tuiffis. AWG 

requested that its rates be increased by $ ~ ~ ~ ~ ~ ~ 4 j 9  annually. Ordcx No, 2,  entered January 10,2005, 

sijspendcd AWG‘s proposed rates? charges, aid tariffs pending further investigation by the 

Commission. Order No. 2 aIso established a procedural schedule for the purposes of investigating 

A W C. ’ s application. 

The parties to ?his proceeding are AWG, the General Staff of the Arkansas Public Service 

Conirnission (“Staff”)), the Atturnq General of Arkansas (“’AG”), Northwest Af~ansas Gas 

Consumers I‘yKWAGC’’>, and the Commercial Energy Users Group (““CEUG”). 

On December 29, 2004, AWG filed the Direct Testimony and Exhibits of Alan K. Stewart, 

Executive Vice-President of AWG: Donna R. Campbelt, Manager, R&cs and Regulation 

~ ~ p ~ ~ ~ ~ i i ~  of A WG, Ricky ,4. Cunter, Vice President of Rates and Regulation for AWG, Clem M. 
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3. PavrolE Taxes: 

Differences bctween Staffs and t ie  Company’s calculation of payroll taxes and that 

of the AG relate entirely to the difrerences betwecn the parties regarding the appropriate 

lwei of payroll to include in revenue requirement. 

In view of the Ectregaing findings on yayrol, the Coiamission finds that Staffs adjustments 

€or FICA and other payroll taxes is appropriate and sboutd be adopted. 

t. Fringe Benefits 

As with payroll taxes, any diffcrences among the parties for fringe benefits, including 

ivorker’s compensation, medical insuraiice, pension expense, and employee savings piaiiAife 

insurance relate to the levei of proposed payroll. Therefore, as with payrolf taxes, in view of thc 

foregoing findings on payoll, the Commission finds that Staffs adjustments for any f k g e  benefits 

should he adopted. 

D, Directors and Ofiicers llnsurmce (“D bi 0”) 

The A t i  and AWG also disagree about inchusion in revenue requirement af 100% of the 

liability insuraiice provided by AWG and SiVX for its directors and ofEcers. Mx. Marcus argues 

that the major beneficiaries of this type of insLirance will be the s l ~ c ~ ~ ~ ~ ~ ~ s  m d  its issumce 

provides no assurances of better management or decision making by officers and directors for the 

benefit of ratcpayers. He also testifies t at, in AWG’s last rate case, Docket No. 02-227-t.‘, the 

Commission approved a sharing of the cost between r a ~ ~ p ~ ~ ’ e r ~  and s ~ ~ c k h ~ l d ~ r s  and he 

recommends that the C ~ ~ ~ ~ ~ s ~ ~ o ~  require equal sharing here. (Tr. at 72-73) Mr. Morgan disputes 

the AG’s Yiew of the benefits providcd by this expense, noting thax this type of insurams: is essential 
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to the operatior1 ufA\n;’G, without which xt coutd not attract the necessary management personnel to 

operate the Company. (Tr. at 350)  

As It has held in previous rate cases, most notabiy in  AWG’s last rate case in Docket No. 02- 

227-11, the Commission finds that D&O insurance benefits both s ~ o c ~ ~ ~ ~ ~ ~ r ~  and ratepayers. 

Therefore, as recommended by AG witness Marcus this expense should be split 50/50 between 

5 t ockhnlder s a d  ratepayers . 

E. L‘ncoilectible Acconmts Ex 

Uncollectible accounts cxpcnse has been calculated by the parties, each using a percent of 

unco!lectible accounts to revc~~ucs applied to pro forma operating revenues as explained by Staff 

witness LViiliams. (Tr. at 1442) As discussed in thc ~ a ~ l o ~ ~ ~ ~ ~  section on the revenue c~llt-ersi~n 

factor, the calculation of that percent remains in dispute. The Commission has found in its 

discussion of the revenue conversion factor that Staff’s calculated factor for uncollectible aecouxlts 

expense i s  appropriate. In view of tbal finding, the C o ~ ~ j s ~ i ~ n ,  therefore, also approves Staffs 

caictilated level of uncolfcctible acco~nts expense. 

F. Reveaue ~~~~~~~~~~ Factor 

Revenue conversion $actor isscles stili in contenti~n among the parties include: the tern 

over which uncollectible accounts as a percent of revenues are avmaged in order to estimate a 

normal level; a proposal to incorporate late payment charge revenues in the conversion factor as a 

percent of revsnties; and it proposal to calculate and apply separate conversion factors by class to 

recognize each class’s distinctive lese1 of uncoil ectible accounts. 
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Southwest Gas Carporation 
Consolidated Docket  N o s .  12-0207,9 

12-04005 

Prepared. Rebuttal Testimony 
of 

Theodore K. Wood 

Are you the same Theorlore K.  Wood who presented direct 

and certification testimony on behalf of Sorrthwest Cas 

Corparatfon (Soutrhwest: Gas or the Company) in this 

proceeding? 

Yes. 

Are there any changes to your education or business 

experience summarized in the Prepared D i r e c t  Testimony 

previously filed in this proceeding? 

No. 

What is the purpose of your rebuttal testfmcmy? 

~ h s  purpose of my rebuttal testimony is te, reapond to 

specific aspects of the direct testimony presenteril by Dr. 

Yasuji Otsuka, witness for t3he Regulatory Operations 

Staff of the PubiiC U t i l i t i e s  ColllRl~sS.f.On Of Ne-Jacfa 

(staff) and E x .  X n i e l  J. Lawton, witness far the Bureau 

of Consumer rotcction IBCP) , regarding t h e i r  

~ ~ ~ o r n ~ ~ ~ ~ ~ t ~ o ~ ~  and comments concerning the overall 

aficrwed rata of r e tu rn ,  and SCP' ~l recommended decoupling 

adjustment. I will also respond to BCP witrncss 2alpl-i C. 
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Please summarize your rebuttal testimony. 

MY rebuttczl testimony will address t he  following key 

issues : 

(I stsffrs and the BCP's overall recommended allowed rate 

of r e t u r n  ;E regard to the Company's ability to 

attract. c a p i t a l  and i ts  credit ratings; 

z? 

s BCP'S proposed ORA decoupling mechanism adjustment to 

the allowed return on common equi ty  (ROE) and why it: 

~houkd be rejected; 

e Staff's ~omment~j on rhe allowed fair value return on 

c~mmunn equity iFVRoEf of 9 - 5 0  percent: in cke Corrpa~y's 

las t  Arizona general rate casej  Decision 

ls.36 percent allowed ROE under an ariginal COBL rste 

-2-  



base methodology, as utilized m Nevada; - 
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22 

23 
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25 
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A. 21 

g ,  2 2  

Does rhe Arizona Corporation Camissiar, employ a F a i r  

value rate base m?%hodolcgy? 

yes. Under the lurizcma Constiturion, the Arizona 

Coxporatiorr Commission must eetablish and use the fair 

value of a utility's rate base for the p u r p ~ e  of 

calculating what are j u s t  and reasonable rates for 

utility ratemaking. 

aid 13r. ~ t s u k a  cite the Company's allowed F'VRQE i n  its 

recent Uizona  rare case as a factor to demonstrate rhe 
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a. 22 

Q. 23 

A. 23 

reasonableness of the Staff's recommended ROE? 

Y e s ,  ax. Otsuka refcrenced t.he 9.56 percent F ~ O E  

utiilzed as part, of the settlement agreement in the 

decisicm for  the Company'a last Arizona general rate 

cases9 However, it is important to point oxt the EVROE 

is not; directly comparable ko an aukhorized ROE 

establ ished using an OCKB methodology, as utilized i3 

Nevada. 

*at is the equivalent O C M  ROE for the mrX;IOE established 

in the Company's last Arizona rate case? 

equivalent ROE, based on an OCRa methodology, is 

13.36 percent Rebuttal Exhibit No, I_ ITKW-2) eisplaya 

the calculation of this equivalent UCR.3 ROE, F i r s t ,  the  

fair  value rate base (W) was computed as a weighted 

average of the OCRB and t h e  reconstruction cost new 

depreciated race base, using a 50 percent weight for 

each. The resulting PVRB was established z i t  

$~,452,932,391, which is 1.36 t i m e s  greater than the QCRB 

of $2,070,115,558. Second, the adthorized capital 

structure for the OCRB was established at 52.3 percent; 

cornman eqrxity and 47.7 percent long-term debt. Third, 

the  fair value rate cf r e t u r n  IFVRQR) was calculated. 

The capital ~ ~ r n p ~ n ~ n ~  amounts used to compute the 

ased oc; the ccmmon eqxf ty  and lofig-term debt 

amuuntn used to finance the OCRB, ?Ius ar, 

-- 
9 Direct: Testimony of Dr. uaauji Otsuka, p.  4 ,  lines 3 - 8  
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the increment of  Cbe FVX3 above the OC-, 'me cost: 

components were 9.5 percent for comnmn equity, 8.34  

percent for long- te-?n debt I and an iraELatLon-adj usted 

riak-flrt;e r e tu rn  02 1.25 percent f o r  the FYRB increment: 

above the OeBEl, r e s u l t b g  in a T"VROR oE 6.92 percent.  

Finally, t h e  resu l t ing  net: operating income is computed 

5y multiplying the FW2.B by the FTJRQR, which equates to 

$mo,525,025, and subtracting the i n t e re s t  expense of 

$42,571,123 results in a n e t  income of $ 5 7 , 9 5 3 , 9 0 2 .  

Dividing the neC Lncoate by the eumm5n equity of 

$559,670,437, resralcs in an ROE of 10.35 percent. 

r h y  i s  it important to recognize Che difzerences in tbe 

OGRB and FVRB ratemaking methodolagies? 

Tlc is important ka recognize the signlfieant difference 

in t;he F'VRQE used a8 an input  and the resulting 

eCpi.valent O'ClRB Ixx3. Under the o m  metkodulogy, the ROE 
used as an input to t;hc ratemaking p r ~ c r ; ~ ~  will be the 

Barns ROE computed based on the output of the ratemaking 

proces~. Under the fair value ratemaking methodolo 

in Arizona, :he FVROE is aw: input z o  cornpure the  F'ErROR, 

which results in a higher actual ROE due to the 

additional r e t u r n  assigned to the increment oE t h e  FvaB 

above the or ig ina l  cmr: rate base, Failure to rccagnize 

th;s imporcant ciiEEerence in methodlolo would be just:  as 

erroneous as fying the same? cost of debt to t h e  

Southern rlxl ~~~~~e~~ rJevadia rate jurisdictions, without 

taking into account the actual diEferences due to &he 



lower cost; tax-exempt: IDRBs assigned to the Sourherrr 

Nevada jurssdiction, The point: i s  that it: is i 

to understand both t h e  inputs and butputs of these 

different methadologres, thereby realizing thac the R O Z s  

cwaat be compared unless they are placed on an 

equivalent apples-to-apples baszs. 

Please summarize how Dr. Otsuka's ROE: recommendatLon 

compares to the Company's Ar4zctna general rate cage 

settlement ROE 1 

Posited on the basis oE an equivalent QCm methodology, 

9r. Otsuka's recommended ROE of 9.10 percent is 125 basis 

pQintS below the Company's Arizona g e n e r a l  ra te  c a m  

settlement ROE of 1 0 . 3 6  percent:. 

26 

7 

-17- 
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STATE C)F NEVADA > 
: S S .  

CQTJWTY OF CLARK f 

T'necdore R .  Wood, belng first duly sworn, depuses  acd says: 

That he is the person i d e n t i f i e d  in the Rebuztal  Testimony 

on file in Docket Nos. 1 2 - 0 2 0 1 9  and 12-04005, and the exhibits 

applicable CG h i s  testimony; t h a t  s u c h  testimony ar,a e x h i b i t s  

w e x e  p repared  b y  cr under  ~ L S  d i r e c t i o n ;  that the acswers acd 

infornation s e t  f o r t h  t h e r e i n  are t r u e  to t h e  best OF h i s  own 

knowledqe and belief; and t h a t  if a s k e d  t h e  q u e s t i o n s  s e t  f o r t h  

t h e r e i n ,  h i s  answers thereto would,  under oath, be the same. 

THEODORE K - WOOD 

SUBSCRIBED and SWORN to &€ore 

Notary  PLIfiilic 
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Q* 
A. 

Q. 
A. 

Q. 
A. 

Please state your name, ~ c ~ u ~ ~ ~ ~ o ~ ,  and business address. 

My ~ i m e  is S. Keith Berry and 111)- business address is 1600 Washiiigron A,venue, Hendris 

College, Conway, illK 72032. 

Where are you employed? 

rvly academic affiliation is Professor of Economies and Business ax Hendrix College in 

Conway, Arkansas. I am also a principal in the finn of Economic and f;irjzacir;l 

Consulting Group, fnc. 

Please describe your e ~ ~ ~ a i i ~ ~ ~ l  background and experience. 

I received my B.A. in mathematics from Hendrix College, and my Ph.D. in economics 

h r n  \'aaderbft Cnivcrsity. I was an instrucror in statistics at Vanderbilt in 1976-77 and 

an instructon'assistant professcr at Hendrix College from 1477-79. Zn July 1979. I joined 

the Staff' of the Arkansas Public Service Cornmission as Manager of the Finance Section. 

The primary responsibility o f  that Section was the preparation and prcsexxation of 

testimony concerniiig the cost OS capital in utility rate caes. I assumed the duties of 

hlmager of both tlie Finance mi3 Rate Sections in July 1980. I was promoted to Director 

of Research and Policy Development in September 1986. Begiming i11 September I 9 N Y  1 

returned to tcachhg at I-Iendrix Collcgc. 
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Financial Re~iew,  the Easi%m Economic J O U ~ L Z I ,  ~~~~~~~~~~~ and Decissiorz Ecolzornics, 

Public Choice, aid the Review qf ~ ~ ~ i ~ s ~ ~ ~ ~ l  ~ ~ " ~ ~ ~ ~ i ~ u ~ i ~ ~ .  X have made ~ r ~ s e ~ t a ~ i o ~ s  

coiicerning utility zegulalion and the cost oE capi.ta1 at 'tie National Association of 

Regulatory Utility C o ~ ~ ~ ~ s i o ~ ~ r s  (f'NARUC'') -4dt-anced Studies Program, the Easttern 

NARUC Utility Rate Seminar, the Westem XARUC Utility Rate Seminar, the National 

Conference of Regulatory Utility Conniniission Engineers, and the Annual Conference of 

the Institute of Public Utilities. Wide on the Stdf of the Arkansas Public Service 

Conmiission. I served 0x1. the XARUC Subconsnittee on Electricity and the Research 

Adviscy Committee of the Nationsf Regulatory Rescarch Institute (Deputy Chairmati, 

1988-89). I am currently a nzcmber of the American Economic Association arid the 

Southern Economic Associatiofi. "4 copy of my Car~iculmz Vifu is provided in Exhibiz 

Q. 
A. 

On tvltlose behalf are you appearing? 

1: am appeuing on bchalf o€ the Utilities Division Staff (.'Staff.') of the Arizona 

Corporation Commission ("Comiission"). 

Q. 'tlihibt is tbe putrpos 

A. I will make ~ ~ c o m ~ ~ n d a ~ i ~ n s  concerning the cost of capitalili including cost of eq-dy and 

rate of retmi on the Fair Vahe Rate Base ('.FVRB") Incmnent, of Tucson Electric Power 

Company C'TEP'' or "Companq"'). I will also rebut the Direct Testimony of IEP cost of 

capital witnesses Kevin P. Larson m d  John J. Reed. 
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Q. 
A .  

PIease summarize yorrr r e c o ~ ~ ~ ~ ~ ~ ~ i o ~ ~ .  

1 recommend a capixal structure, before acljuustmerit for FVRB, uiirh 43.50 per cent 

common equity, 55.97 per cent Ion@-tem debt, and 0.53 per cent slnort-term debt. These 

are the same capital structure proportions for Test Year ending December 3 I., 201 1 that 

are reflected ia the C0~11paq-’s Schedule D-2, Page 1 of 2. wliich li find EO be reasonable. 

The Company is requesrinp a hypothetical capital structure of 46.00 per cent cornion 

equity and 54.00 per cent long-tenn debt. As I will discuss later, it is m y  opinion thdt the 

Compaiy’s proposed hypothetical strucxure is inappropriate and should not be utilized by 

the Commission for purposes of setting TEP’s rates. 

1 recomiend a cost or“ equity of 9.4 percent, with a range of 8.9 percent - 9.9 percent, 

wliilc the Compcmy proposes a 10.75 percent cost of equity. As I wili discuss Iakr: ir is 

my opinioii that die Company’s proposed cost of equity is i ~ a p ~ ~ o ~ r i a ~ e ~ ~ ~  high in this 

case, and should aot be utilized by the Commission for purposes of setting TEP’s rates. 

I recoinmend ax1 overall cost of capird of 7.00 percent before adjustment fix FVRI3. ‘I31is 

is shown ia m y  Exhibit SRB-2. The Coinpmy recommen2s sui ovcrdl cost of capital of 

7.74 percent before adjustment €or FVW. As I will discuss later, it is my opinion that the 

Co~npmy’s proposed o~wal l  cost of capital is inappropriaie in this case arid sliould not be 

utilized by the Commission for r)tarposcs of setting TEP-s rates. 

1 recanmend a rate of return of0.0 percent to 0.68 percent on the FV Xncremcnt. wkkh 

information was provided to Staff witness Ralph Smith. He csifcitlated an overall rate of 

rebum range is 4.63 percent i o  4.86 perceEt, whicl: is applicdbk to die FV 
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These numbers are based on Staff Attachment RCS-2, page 10 of Staff svimess W p h  

Smith Exfnihits. 

Q. 
A. 

Q- 
A. 

Q. 

A. 

you ~ ~ ~ c ~ l a ~ e  the overaHf rate of r ~ ~ ~ ~ ~ ,  or weighted average cost of CB 

f utilized the weighted average COST of capital approach wherein the various eoixponents' 

capital costs are ~.eighted by their proportions in the capital structure and then summed. 

What capital components did you employ? 

Cumnon equity, long-term debt, aid short-iem debt, as shom in Exhibit SKB-2. 

Please explain the deterniinatiou of the relative proportions of these capitat 

components. 

I Qsed tht: same capitai structure as is reflected in the Company's Schedule D-2 page I of 

2, whjch T found to be reasonable. It coi-responds to the Company's actual capital 

structure at December 3 I ,  20 11 and gives the Company the opporttini'ry to earn a f air . rate 

of reIm1. 
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A .  

A. 

you in ~ ~ t ~ ~ a ~ i ~ g  TEP's 

cost cDf equity. 

The cost of, or required return on, equity is a valid cost just as orher more expiicit 

expenses incurred by the utility hi the provision of utility sersice to ratepayers. The 

difficulty 16th estimating the cost of equity i s  that it js nowhere explicitly stated in a 

utility's accounts. and must be inferred from market datzta. 

If the return allowed by the regulatory authority is set fii-gher than the required remrii on 

equity, then inonopoty profits will inurc to thc? benefit: o€ thhc slzareinolders, at the expense 

of customers. If the retum is set too low, thea the Enancia1 position of the shzeholdzrs 

sill be eroded and the utility -will be unabk to adequately attract necessary capital. 'dtrhen 

the allowed rehim 011 equity i s  set q u a :  to thc cost of equity, srocl&oldzrs \vi11 bc given 

the opportwrity to e m ?  a fair return on equity> which will also afrord the utility the 

opportunity to viably attract capital. Thus, from the perspective of balancing the interests 

of ratepayers and shareholders, and ~ i ~ i ~ 1 ~ t j ~ ~  the conipetitive market model, a cost-based 

aflomed remm on ecjuitj is a desirable god. Yote that, in the case of the cost of equity 

that is estimated wi1 current data, the cost of cyuity i s  also ti::: mxgiixd cost of equity. 

The decisions that cons'tirrterS make will be based on those price signals which reflcct the 

econornic costs, iixchdirig the inarsiml cost of equity, to wciety of providing utility 

sen7ice. In that sense, an allowed rehum based ctn the cost of epity is economically 

effieiznt. 

iscuss your risk-c 

In cm&r to develop a ~ ~ ~ r ~ e t - ~ a ~ c : ~  cost of equity aid fiavc: sufficient data in the andysis it 

is apprnpriate to we  a san~ple of companies comparable in risk tt? TEP. -4s a sta&ing 
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point, I utilized the same Risk-Comparable sample as did T€P witness John J. Reed 

except that f included UXS Em-gy, thc pm~nt  eompaiy of TEP. For cost of capital 

purposes it is reasonable to include TEP's parent company as a p~ ofthe risk-comparable 

sample. There is no circularity involwd in doing so since bYS Energy's cornor,  equiry 

is used to supply TEP's comnon equity. That is the only source of ~orniiion stock for 

X EP. Surely, an analysis of TEP's cost of equity should include an anzlysis of the cost of 

equity of the sole supplier o€ TEP's GO~X~I~XI equiky. Funher, nate that TEP accouited for 

approximately 77 percent of LJKS Energy's Ket Income and 77 percent of L%X Energy's 

Operating Revenues in calendar year 201 1. This indicates that TEP accounts for a 

significant part of DYS Energy's operations aid, implicitly, LXS Energy's cost of equity. 

r - .  

My Risk-Compa~ible sample is shown in Exhibits SKB-3 and SKB-4. 

Q. 
A. 

Did you consider multiple methods for estimating the cost of equity for TEP? 

Yes, I did. 1 considered the Constant Growth Discounted Cash Flow (.''DCF'') Methodl the 

Multi-Stage Growth I>CT Method. the Capital Asset Pricing IL4odel ('7CAPhP,), md the 

Risk Premium Mctliod. TIiose rcsdts xfc shown ilz my Table 1 later in my restimony. 

TEP's cost o f  equity. 

The concept of a return to capital is cfoscly associated with the: a reward to the suppliers 

of eitpital for deferring consumption. Calculations of e he embedded costs of debt are 

relatively s ~ a ~ ~ h t ~ ~ ~ ~ ~ ~ ~  since lhose costs ace fixed md ~~~~~~~~~~ ia nature. The cost of 

equity, in contrast, is izut spelled out in a co;ltl-acml manner m d  is more difficdt to 
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calculate. However, it can be inferred through an appropriate examination of current stock 

msket data and \viddy disseminated fiaanckl information. 

Rational investors in common stock are primarily concerned with the cash flows that they 

expect lo receive from omership of the stock. For &e individual iayestor those cash 

flows consist of expected future dividends as we11 as capital gains or losses expected from 

selfkg f ~ e  stock at some future point in time. However, fm inyestors in aggregate (across 

ownership changes) expected cash Ro.vris are comprised of fbtwe dividends only. There is 

no conceptual diEerence between these ttvu interpretations of cash flow. 

Tine market price of tbe commoi~ stock embodies investors‘ expectations about that siveam 

of Wure dividends. Howeverj a dividend expected to be receivid in the future is not 

valued as highly by investors RS that s m e  dividend received today. The iwestor 

impiicitly imputes a discount to htme dividends. Also, the further in die fature the 

dividend is expected to be received. the greater is the discount. 

This valtte, or mark& pzice, that invcsiors impuie to that slme of common stock is the 

preseix \-she of the stream of dividends expected to be received by tbem. These futtu-e 

dividends are discounted by an mount  determined by &e discount rate, or cost of equip. 

This relationship is characterized iii Equation ( I  1 below where PO rzprcsents die current 

share price. D, reprssents the dividend expected to be received at the end of period ‘Y, 2nd 

‘“k“ is the discomit rate: or cost of equity: 

( 2 )  Pc==Dl;(l-tk] +Dz’(1+k]2 -D34l~k)~+. . .  
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Equation (2) can then be solved for PO as: 

Equztjnn (3) demonstrates that this constant gronth DCF method is a market-based 

-approach. Any changes in investors’ discount rate, expected growth rate in dividends, or 

dividends expected one period hence are actua!ly captured by changes in the mzrket price 

of the stock. For exariiple, oilier things being equal, if the cost of equiiy decreases, then 

inyestors will bid the market price up. 

Thc: constant gromrth DCF model show3 in Equation (3) c m  be re-expressed as: 

which implies that the cost of equiQ7 is simply the s1im of the expected dividend yieM and 

the anticipated gro.vitli rate. Because of the quarterly iiakrre of dividend paqments, I h a ~ e  

defined D, = D:(l +- ED), vi7here BO is the crmenr ast.lualized dividend. Tkus, the final 

fom of the DCF equation i s  
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A. 

How did you ~ ~ t e i - ~ ~ ~ ~  the growth rate in your canstant ~~~~t~ DCF modeI? 

It is important for the analyst to ascertain investors’ expectations about fixture sustainable 

long-term growth in diskieizds per share in order to proper-ly irnplcmcnt the DCF method. 

Keep in mind that it is not what the analyst believes future grow& will he, but what 

investors beXieve about future long-term sus&imble growth. It is rhose expectations that 

influence the stock price. Further, if sirstainable, growth in book valzlue pcr share 

(‘‘BVPS”), earnings per share (“EEPS-’1, and dividerrids per share (”DPS”) wiil be 

equivalent . 

I utilized recent editions of PXue Line hwsf f izem Survq,, a weli-respected and widely 

disseminated source of information zbout companies, to devcIop my ma.; of data for 

inferring invesmrs‘ growth expectations. I also uced the growth estimares of hlw. Reed, 

sliosm in Exhibit JJR-2. 

1 employed six different estimates of investor-expected growth: 

gf - Average of the combined historical/pr~jjcted 10-year EPS, DPS, a d  BVPS 

annual compomd growth rates €or the yeairs 2006 to 3016 as rcported in Foufue 

Line; 

g2 - Average of the pro-jected 5-yeas EPS, DPS, and B’L’PS miud cilmpound 

growth rates for tlie years 201 1 to 2Q16 as reportcd in l/clue Lirzc; 

t 03 -%r 1. ss‘* rrsing daza reposed in Value Line for the years 20 1 1 - I  2. 

84 -“br i vs” using dala reporled i3 Value Line for the yeus 201 5-1 7; 

g5 - Zack’s projected EPS anma1 growth rax as shown in Reed Exhibit JPR-1; 

- e6 - First Call’s projected EPS mmat gro\tt.lfi rate as shovtn in eed Exhibit JJR-2 



a 
2 

3 

4 

i 
d 

E 
,. 

I 

r 
5 

I t  

I: 

1: 

1: 

1L 

1: 

1‘ 

1; 

1‘ 

24 

2 

2 

2 

2 

? 

? 

u 

- 

Direct Testimony of Dr. S. Keith 3 e q  
Docket No. E-01933A-12-0291 
Page 10 

1% is my opinion that. taken together; these six growth rates pro.jide a reasonable basis 

up011 which to infer the investor-expected growth rate in the DCF method. 

Note that zhe expression “br - vs” is a measure of long- em sustainable expected growh 

in BVPS, based on two fmdarnental sources of BVPS growth: eaniings retention (i‘br’’) 

and accretion (or dilution) of BVPS due to the issuance of new c o m o n  stock (%’*). 

Since the DCF formula relies on investor-expected growth in DPS. and since long-term 

L growth is ultimately derived from, aid equal to: long-term growth in BVPS, this approach 

is useful in gauging investors‘ dividend growth expectations. 

The -‘br’‘ component implicitly considers factors t h t  cause sustainable gowth in DPS, 

EPS. and BVPS due to earnings retention, where *‘by’, the expected retention ratio. is 

multiplied tiriiea “r“. the expecred retuii on equity. A simple examp!c, assuming no stock 

iqsuance. should claif)7 the working of this component. Assume that a company has an 

iiiitial BVPS of $20, ‘I-” is equal to  10 percent: and “b” is equal to 40 pescrnt. Xxlvestors 

expect this hpothetical utility to earn 10 percei~t X $2@ = S2.00 per shzre. Of this amowit 

40 percent, os $.80 per share is retained, and 60 percent. or $1.30 per share. will be paid 

out in dividends. The BVPS will grosh to $20.80 in the next Feriod l~ecausi; of earnings 

retention. This represents a growh in BYPS of ~ ~ ~ ~ , ~ ~ ~ - ~ ~ ~ ~ ; ~ ~ ~  = 4%. EPS in the next 

period will be 10 percent X $20.80, aliich represmts gxowtb ic EPS of 4 percem. DPS in 

the next period are 60 percent X $2.08 = $1.248, which. also represents ~;“owtli of 4 

percent. DPS, EPS, arid BVPS all grow at the long-term sustainable growth rate of 4 

percent. 

,%t riiis juncture. it is inipor&aiit to poin~ out t h t  .‘r.’, the expected rerun on equit:. is not 

necessarily- que1 to ‘k”, the rcgz;ired r z t m  on equity. Ttzzr investor-expected return on 
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equity, ‘Y, may be greater or less than %“, the investor-expected required rehm on 

eqtiity. in particular, if ‘P’ is greater (Less) t h i  “k’, then the stockmarket price-to-book 

value mtio is greater (less) than one. It is only ~ ~ f i e n  r = k tIiax the price-lo-book ratio is 

equal to one. 

Another fundtunenid factor that determines susiainabk growth in BVPS, EPS, and DPS is 

represented by the “vs’‘ term. second deterrnimnt of g o d 1  in BVPS is caased by 

the isstlance of new common stock. IC iiew stock is issued at a price be lot^ BVPS, dilution 

decreaqec the BVPS, and the in’c.estor-expected growth rate is thereby decreased. 

Con\-ersely. if new stock is issued at a price above BVPS, accretion occurs and the growth 

rate is conespondiiigly increased. This factor is significant to investor expectations if thz 

price-to-book vdue is significantly greater than one and if the firm is expcted to issue 

c~n~ inon  smck in thc €ututure (as reflcc~d in Value Line). In this case those tn70 conditions 

arc niet with regard to the Risk-Comparable sample. This factor is discussed extencivcly 

ia Cost qf Capiial fo a Public UriliQ by Myron Gordon: who provided a major impetus for 

the use of the DCF method in utility rate proceedings. 

For each firm, %s” was calculatcd as n-*(P/B - 1) where n* is the expected tumud rate of 

growth in common shares outstanding, P is the average of the stock prices for the period 

April 2012 - Sepicniber 3012, and B is thz BVPS at the end of cdm&ar year 2011 (as 

reported ia Value Liizc). 

These differcix @oath rst’cc estimates are shown in Exhibit SKB-3. 
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Q* 

'4. 

Q. 

A. 

A. 

Please discuss your calculations of  the other c o ~ p ~ ~ ~ n ~ ~  in t 

~ e ~ ~ 0 ~ '  

In the DCF procedure, it is important to utilize R price term that is fairly cxrent since a 

current price embodies all of the infomiation currently available to investors7 and will 

iaplicitly embody a current estimate of investors' required return on equity. However, 

that price should be averaged in an appropriate manner so as to eliminate the influence of 

random fluctuations in price. In ordzr tu minimize the possibility of an aberraxt price I 

utilized an average price over a recent time period, April 2013 - Septenibcs 2012. Those 

results are shown in Exhibit SKB-I. 

The appropriate dividend yield for each firm was calculated using the annualized 

dividends as of October 1, 3013; m d  the average stock price as discussed above. Those 

rcsulrs are shown in Exhibit SKB-4. 

M7tiat are your constant growth DCF results using these six ~ ~ ~ f c ~ e ~ t  growth rate 

estimates and the adjusted dividend yields for each Cornpan? in the risk c ~ ~ p a ~ . ~ ~ ~ e  

Salllpk? 

Those results are shown in Exhibit SKB-4 for kl  through h-6, which conespond to growth 

rates gl  through gG, respectively. As s h o w  there, the axwage Constant Growth DCF 

point estimate cost o f  equity is 9.33 percent. M y  Constant Growth DCF rmge is 8.83 

percent to 9.83 percent. 
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Q. 
A. 

A. 

Please describe the CAPM. 

The CAPM is a risk-premium based model which uses die volatility of a compmy‘s stock 

price relative to the marker as a key input. It is expressed as: 

‘t”irhere k is the compmy’s cost of equity, RF is the current risk free rate (generally, a C.S. 

Treasury Bond yield), and -‘IT’, or beta. i s  the v0latiIily of the company’s stock price 

relative to the iiiarket in xhe context of a diversified portfolio. It represerils non- 

diversifizble risk. RM represents the market required rettun and R L ~  - rtf represents the 

“required marker risk prer11imi.’’ 

Please describe your i ~ p l ~ r n e n t a t ~ o ~  of the CAPM in .this mse!. 

For the risk-free rate, RF, I used the weekly awrage of 30-year 3. S. Treasury Bund yields 

for the months of July through September of2012 as reported in 6lulue Lirre. Tha~ risk-free 

rate is 2.74 percent as shown in Exhibit S -5. For “P” T used the same average beta for 

the risk comparable sample that h4r. Reed used in his GAPM analysis. That avemge p is 

0.73. 

According to a sunmary in Femaadez, the market risk premium estimates (relative 10 

Treasury bonds) range from I percent to 10 percent‘ 
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Remrns of Large Corporate Stocks are 9.8 percent and 10.6 percent, respectively (pp. 239 

and 241). The Topal R e t w  on Treasury Long-Term Bonds for the periods 1926-201 I 

and 1951-2011 are 5.7 percent and 6.3 percent, respectively (Pp. 257 and 259). ?%..is 

inplies risk premiums of9.S percent less 5.7 percent =: 4.1 percent and 10.6 percent less 

6.4 perceni = 4.2prrcenk for the periods 1926-51 md 1951-201 1, respectively. 

For my pui-pses here 1 will use the midpoint ufzhe Femmdez surnmuy, or 7 percent. 

Sul_7stitution of d l  of the above-mcsstioned values into the C4PM model results in a cost 01 

equity of: 

Q. 
A. 

Please discuss the Risk Premium model. 

The Risk Premium model simply uses the following equxion: 

(8) ~ = R B + R P  
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is an inverse relationship befwcen the risk premium and the current level of utility bond 

yields, as well as a positive relationship between the risk premium stnd investor-perceived 

volatility in utility bond yields. 

Focusing on the inverse relationship between the risk premium and the current level of 

utiIity bond yields, f estimated the foollowing regression equation for RP in my article: 

(59 RP = ,07722 -.48392RIj 

IJtility Daa’BBB bond yields hase averaged 4.24 percent for the period July 2012 through 

September 201 2 as reported in l%iue I,i?ze, This is shown j i i  Exhibit SK.3-5. 

Substitution of this data iiito tlie aboxe Eq. (9’1 produces a RP of 5,668 percent. 

Substitution ofthis RP and RE = 4.24 percent into above Eq. (8) produces a risk premium 

cost o€ equity of 9.91 percent. 

In that same w‘icle I did a similar analysis using C.S. Treasury Bond Yields. The 

equation from the article is: 

whcre Rp is the Treasury 

utility r e t m s  with Treas 

d yield and P ~ F  is lhe risk premium, comparing required 

12 my arxicie, the regression equatioii for I”’p is: 
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(I 1) RPF .UT533 -.39@96R~. 

Using the US. Treasury Bond yiefd of 2.73 percent tlmt I discussed earlier in the Section 

on the OAPM produces a risk premium of RPF = 6.462 percent. Substitattian of' that and 

RF 2.74 percent into Eq, (10) abow produces a cost of equity estimate of 9,202 percent 

My Risk Premiun-based cost u€ eyuiry range is 9-90 percent 10 9.9 1. percent. 

What is your recommended cost of equi@ in this ease? 

A sunimary of my rcsults is prescnted in TabIe 1 below. 

TABLE 1 
cos'r _. OF EQUITY RESULTS 

I ____-___ 

b i Cost of Equity Method 

Constant Growth ! 
DCF j 8.83% - 9.83% 

The maxiinmi range of cost of equity estimates is &om 7.85 pe:rce:rt 1.0 9.91 percent, 

Giving more weight to the DCY estimates. my point estimate af the cost OX equity for TEP 

ixi th is  case is 9.4 percmt tvirh a range of 5.9 percent IO 9.9 perce~it. 
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A. 

What is your overail ariginali cost rate base rate of return r g c ~ ~ x ~ e n ~ ~ t j o ~ ~  before 

, for TEP, in this case? 

PIfr overall reeoimendation is 7.00 percent, as shotvii in Tablc 2 beiow. 

TABLE 2 
ORIGINAL COST U T E  BASE RATE OF WTURN 

Overalt weighled cost of capital = 7.00% 

o you disagree with parts of their analysis and ~ o ~ c ~ ~ ~ ~ ~ ~ ~ ?  

Yes, I do. 

(1) 

(2) 

The capid structure r ~ ~ ~ ~ ~ ~ d ~ ~  by Mr. Reed =id Mr. Larsvn Fir TEP; 

Tl2e Risk-Cornpusable s3e~pIs used by hjr. Reed: 
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The long-term groxah rate estimates used in Mr, Reed’s constant growth rate DCF 

analysis; 

The GDP gov& rate and payout ratios used in hk. Reed’s multi-stage DCF 

analysis; 

The risk-free rate and market risk premiuni used in Mr. Reed’s CAPM anaIysis; 

The risk-frec rate U S G ~  in hfr. Reed’s Bond Yield plus Risk Premium at:allysis: 

M u .  Reed‘s evaluation of the Company‘s risk compared with the risk-compar&l,e 

sanple usiiig the ratio of capital expendittu-es to nct plant; and 

The cafculation ofthe rate of return on the Fi’KH Increment by Mr. Reed. 

Please &$cuss your disagreement with R%r. Rced’s and Mr. Lamm’s capitaf 

structure. 

They ’00th rcconmend a hypothetical struciure for TEP in this case. It is composed of 16  

percent common equity. 54 percent long-term debt, and 0 percent short-tern debt. Tltar 

cornpmes with TEP‘s actual capital sti-ccture, as of Dectniber 3 1, 201 1. oE 43.50 percent 

common equity, 55.97 percem long-term debt, and 0.53 percent short-tcnn dcbt (Company 

Schedule D-I. page 1 of 2). The Company’s proposed capital structure results in an 

illflared 0% era11 rate o€ retimi and ;zr? implicitly higber retum on equity. The Gonipmy has 

provided an insufficient basis fix use of a ~ ~ ~ o ~ ~ ~ e t i c a l  capital structure in this ease. 

ow does the Co pare to its actud ea 

As cornputred with the past year, the Conipaiy-pmposed c o m o n  equin ratio of 46 

percent exceeds TEP’s ac.trna1 ~ ~ m r n o r i  eqiiixy for ench 04 the five quasters eliding with the 

Third Quarter of 2022. This is S ~ O V , ~  in Exhibit SKB-7. F~~itlier. as showi there, the 

al‘erage cornman equity ratio for the Third Qtlartcr 201 1: through the Third Quxter 3013, 
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is 42.51 percent. Additionalfy, since the end of the test year (Decsmnber 31, 3011) the 

Cornpay‘s cotnrii~~n equity ratio has been below 42 percent. AX1 of this indicates k a t  the 

Company’s proposed conmion equity ratio of 46 percent is outside the raigc of its recent 

hisrorical experience. 

Q. 

A. 

A. 

ate the ~ ~ ~ ~ ~ a ~ ~ ‘ s  Cost 

of Capital? 

Yes, it does. The Company’s proposal a-tificially increases the common equip proportior1 

and artificially decreases the debt propoflion. Since rhe cost of equity is greater than the 

cost of debt, ‘the overall rate of return is, consequenrly, inflated. Additionally, h e  

Compmv’s exclusion of short-term debt from the capitd structare inflates the owxall rate 

of return. sitice the cost o€ short-texm debt is smaller than either the cost of uyuiq or the 

cost of Iong-term debt. It is appropriate to include slzort-term debt since that is a sowce of 

funds for TEP and the Company generally hzs some amount of slion-term debt. 

~ l l ~ ~ ~ ~ ~  Return on ~ ~ ~ i ~ ?  

Yes, it does. As s h o m ~ ~  in Exhibit SKB-8, use of the Conipany’s ~ ~ ~ ~ o ~ ~ d  capital 

structure results in 2n effecxive allowed rerum on equity of 11.22 percent based on the 

Company’s actual test ye= capital structure. The Company’s proposed capitd sti-ucturc 

has the same e€fect as increasing the effective rettu~l on equity by 47 hasis points. This 

high of sm. allowed return on equity is not supported by any evidence presented by Mr. 

Reed. 
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A. 

Cl* 

A. 

Please discuss your ~ ~ s a ~ r ~ e ~ e ~ ~  with Mr. Reed’s ~ i s ~ - € ~ ~ ~ ~ ~ ~ ~ l ~  sample. 

The only d i s a ~ r c ~ ~ ~ ~ n ~  I haw wilh Mr. Reed’s risk-comparable sample is that X 

recommend inclusion of L&-S Energy, TEP’s parent company, in the smple.  For Cost of 

Capita! purposes it is reasonable to include TEP’s parent company as a part af t‘ne risk- 

comparable sample. There is no circulariq in including it since UNS Energy’s c o m o n  

eq-rrity is used to supply TEP’s common equity. That is the only source of common stock 

for TEP. Surely, an analysis of TEP” cost al: equity should include au analysis oE the cost 

of equity of the sole supplier of TEP’s con~xoa equity. Funher, note that TEP accounted 

for approximately 77 percent 01 UNS Energy’s Net Income and 77 percent of LXS 

Energy’s Operating Reyenues in calendar year 20 1 1, This indicates that TEP accounts €or 

a significant part of TJHS Energy’s operations and, impliciily. U%S Energy’s cost of 

equity. 

Please discuss the Iong-ferm growth rate estimates used by hlr. Reed in his ~ ~ n s ~ ~ n t  

growth DCF analysis. 

,4s discussed in his LJirect Testiimny (See Reed Direct at 20: 1 1  -36: - 21:7), -Mr. Reed 

solely relied upon EPS growth rate projections to estimate the investor-expected 

sustainable long-rim grouth rate in DPS. There are three general problems with relying 

~ ~ ~ ~ ~ ~ i v ~ ~ ~  on his specific grow& rate approach. 

First, in &e CoastLmt f+rawh 133 method it is impartant to estimate sustainabk lung-mn 

grovi-tli rates in DPS. KO doubt expected EPS grow& rates are a factor in expected DPS 

gz.o\.;th rates but they are not the sole factor inves~~rs  ivoufd look to in fonxulating -their 

long-term dividend growlh rate ~ ~ p ~ ~ ~ ~ t ~ ~ ~ s .  As I discussed earlier, investors also look to 

expected DPS growth rates, expected BVPS growth rates, and expected earnings retention. 

Mi., Reed places entirely too mrtch weight on short-term EPS growth m e  expectations. 
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Second, the earnings growth rates that he exclusivel: utilizes are simply not sustzinable. 

As shown in Exhibit JJR-2, $lie average growth rate in earnings per share (“g“) he uses is 

6-49 percent. However, as X discussed earlier, a key long-tcim cornponei1t o i  dividend 

r; nrowth i s  derived from growth jn RVPS. Most of that growth is derived from earnings 

retention, or the “br“’ factor I discussed earlier. The “W’ fzctor for &e Risk-ClomprirabSe 

Sample is approximately 38 percent. Giten that “gg” is approximately equal to ‘+br’*, this 

implies that, in the context of Mr. Reed’s analysis. 6.49 percent = 38 percent times r, or 

that r, tbc investor-expected rctum on equity, is r = 6.49 percent/% percent = 17.079 

percent, or approximately 17 percent. Thee is absolutely no evidence that investors 

expect the utilities in the Risk-Comparable sample to earn a ~ p r o ~ ~ ~ i ~ t ~ ~ ~ ,  17 percent on a 

long-tern1 sustainable basis. Both historical and espected r e t m s  on equity in m y  Risk- 

ComparabIe Sample are in the range of 9-10 percent, significantly less than 17 percent. 

Gonscyucntly, Ah. Reed’s 6.49 pcrcciil growth ratc factor, rclying exchsively on short- 

term EPS analyst-projected growdl rates. is simply no? sustainable, and is inappropriate 

for usage in tbe DCF method. 

There are a number of articles and smdies thax discuss the upward bias atid tack of 

reliability in these fivc-year EPS growh ferecasts by stock anaIysts. For exmpkt  in a 

study by Cusatis and Woolridge. they find that: 

Long-term EPS gromh rate forecasts xre consistently over- 
optimistic ... We do discover tlza~ a contributing factor in the bias in 
analysts’ long-term and one-yea EPS growlh rate estimales is the 
resistance ofanttlyts tri project negative eaniings graMi 

1c 
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This study was also publicized iii The P V d  S ~ e e t  Joiimal, a welf-k11os-vxl periodical relied 

q o n  by investors.' 
A 

In m article from McKinsey & Company, the authors sate that: 

"[In research w e  undertook ileBly a decade ago], analysts, we found, werij 
typically overoptimistic.. .Alas, a recently coinpiered update OF our work 
only reinforces this view despite a series of rules and regulations, dating to 
the last decade, th& were intended to impove the quaiity of the analysts' 
long-tenii earnings forecasts, resxore investor confidence in them, md 
prevent conflicts of interest.. .On average anaIysts' forecasts have been 
almost 100 percent too high."'_S 

This article was also publicizcd in B1oombei.g Bz;si~iesm~eelc,c, a geimal source of financial 

infomiation fox investors.' 

Also, &om a study by Lacina, Lee, aid Xu: 

"Our findings imply that m d y s t s '  luug-term earniiigs forecasts should be 
used with caution by researchers and prac-iitioners as they do not appear TO 

be more accuate than 1ong-le~"m forecasts &om nake m~dols . "~  

Third, while hk. Reed characterizes 1% EPS grotvthl estimates as Long-term: they are not. 

The Value Line earnings gr'rowth rale esriniaks are for approxkiateiy seven years, and the 

Zach's and First Calf estimates a c  for approximztely five yeas. As I pointed out earlier, 
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iri nature. In tlic determination of the price in the DCF method, only about IS  percent to 

27 percent of the market price is determined by the dividends in the first 5 to 7 j-rars, Mr. 

Reed neglects thc remaining 73 percent to 82 percent of h & x e  dividends: from years after 

the f i r s  5 to 7 years; that determine the markt  price and, consequently, fails to consider 

investors' long-term growth rate expectazions. To Ease long-term investor growth rate 

expectzitiom ~ ~ e ~ z i s ~ ~ ) e ~  oil 5-year EPS grow?h rates, as Mx. Reed did. is inappropri&e. 

Q. 

A. 

A. 

on Mr. Reed's constant growth DGF 

r e d  ts? 

No: it should not. His constanx grmth DCF mea1 results are in the range of 10.77 percent 

to 10.87 percezt. These results are inflated because of Mr. Reed's sole reliance upou 

analysts- projected EPS growth rate projections; and die u ~ ~ i ~ e ~ ~ h o ~ ~  of invesrors relying 

solely 011 tfiose projections. The Con?i-nission sliotrld not rely on Mr. Reed's constant 

fro%& rate DCF restdts, and should rely upon my results as I prepjously discussed. 

Please ~ ~ ~ ~ ~ a ~ l ~  describe R 

The equation underlying his model is 

Wyhere PO refers to the crment market price per share, D refers to dividends per share ia a 

given year, subscripts refer to thc year in which the dividends per share are expected, g is 

the Iong-teim growth rate expected in 2026 aiid thereafter. aid k refers to the cost o i  

equity. 
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Mr. Reed used the Solver Euncljon in the Excel spreadsheet. program to solve for ‘Y ziven 

his inputs on all of the other vasiables, dividends, growth, and stock market prices. It is 

i ~ ~ o ~ ~ ~  to iiote that given the way Solves ~rorks, if the dividend inpdts front. year 2012 

to year 2035 are over-estimated and if “g”, the long-term growth rate input, is 

overestimated, the estimated, os “Sohed”, -salue of “k” is biased upward. This is, iiideed, 

what hapgcned in Mr. Reed’s analysis. 

As a result, Mr. Reed’s multi-stage DCF cost of equity estimates of 10.55 percent - 10.67 

percent are inappropriately biased Lxpcard. 

Q* 
A. 

Are there any specific problems with his inputs to the model? 

Yes, I have identifiied two input flaws in that anai>sis. First, he used inkited dividend 

patout ratios fbr the long-term. Tliesc payout ratios wcrc based on average payout ratios 

from the year 1990 to present. and exceed the pro-jected dividend payout TadOS for 2016. 

‘This approach inflated the expected dividends o v a  rile years 201 1 to 2026 and inflated the 

estimate ofthe cost of equity. 

Second, he over-estk-nted his long-temi growth rat?. He cdculatcd that growth rate based 

on m estimated real GDP growh rate of 3.23 percent from I929 ~hrough 201 1; and on a 

projected inflation rate of 2.14 permit. Gencrdilly, the “::lominC GDP growth r a e  is the 

sum of the real GDP growth rate plus inflatic?n. klore particuldy, in this caye he 

multiplied 1.0214 times 1,0324 and subtracted 1.0, to obtain a nominal GDP growth rate 

of 5.45 percentt He then used this data iripEt as his long-teim growth in dh7iden2s 

sharre for each company in 16s Risk-Comparable smiple. This long-term growth rate 

estimate i ~ i ~ t ~ o d o ~ o ~ ~  is biased upvad, u’hich i ~ i a ~ ~ o ~ ~ ~ a ~ e l ~ y  biases upwad the 

Compan37’s estimeted cost of equixy. 
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How did you eorrect €or these two input flaws in I-. Reed’s multi-stage DCF model? 

With regard to Mr. Reed’s first error, I used the pmjccted dividend payout ratio for 2016 

zs the long-term dividend payout ratio. I believe these ratios more ~ccmately reflect 

investor expectations than do Mr. Reed’s dividend paynuit assmlptions based on average 

payout ratios from the year i 990 to present. 

Second, instead of relying 0x1 hjstorical red GDP growth rates, as did Mr. Reed, f used 

projected real GDP growth rates obtained from the US. Eaergy ~ ~ f @ ~ ~ a t i @ n  

A ~ i n ~ s ~ a t i o ~ ~ ,  Annual Energy Outlook 201 2 Early Relezse, and the Social Security 

A ~ ~ i ~ i s t ~ d ~ i o i i .  Those foag-tern1 prcljecled grmvtl2 rates in real GDP were 2.6 pereent and 

2.1 percent. respectively. The average of those 13x70 estimates is 2.35 percent. This 

modification. in ~ o ~ ~ j ~ ~ i c t ~ ~ n  with the projected inflaxion growth rate of 3.14 percent, 

which I do not disagec tvitli, produces a projected nominal GDP grorowtli rate of 4.54 

psrcent (1.0214 times 1.0335 less 1.01. I used that 4.54 percent growth rate as the iong- 

term gruwih rtlle in the multi-skige DCF mudel. I belie\ e that this Inare accurately reflects 

inyestors’ long-term growth estimates than does Mr. Reed’s 5.45 peroxt growth rwe. 

id you use these two corrected input a s ~ ~ ~ p t ~ o ~ ~  to 

DCF model? 

I used the exact same spreadsheets tbat h k .  Reed employed in his multi-stage DCF 

aalvsis (Exhibit JJR-3), which mere provided in his cvorkpappcrs. 1 thea substituted the 

’long-tenn payout ratios and fang-tcrm growth rates I calculated above for hlr. Keed‘s 

corresponding inputs, and used the Sotvcr fmctioa in Excrf to caiculatc tfie estimated cost 

ofeyuky. Those resulrs are shown in Exhibit SKB-9. The correcied multi-stage DCF cost 

01 equity range is 9.33 percent - 9.55 percent, which is ~ p p ~ ~ ~ ~ ~ ~ a ~ e ~ ~ .  at the middle of my 

recommender?: cost of equity range. 
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A. 

Please discuss your ~ i s ~ ~ r ~ e ~ e ~ t ~  with Mr. 

Mr. Reed estimates a CAPM cost of equity of J 0.53 percent to 10.55 percent. While I do 

not have any disagreement with his Beta estimate, I do have two p ~ o b l ~ n ~ s  with othcr 

compoiieilts of his CAPM analysis. First, the risk-bee rate he used does not reflect current 

markel. conditioxts. The risk-free rate he used is in the range of 3.23 perccnt - 5.10 percent 

(Exhibit JJR-4, page 1 of 8). The top end of that range, 5.1 percznt, reflects projected 30- 

)-ear U S .  Treasury Bund yields for &e period 2013-201’7 from Blue Chip Financial 

Forecas~s. December 1, 201 1 at 14. That interest rate assumption is cntirely speculatiye 

and does nor reflect current market conditions. Note, in particular, that 011 the same page 

of tliat particular Blire Clzir, Fiinancial Forecnsfs (j3age 14 from that document shotw in 

Exhibit SKB-1 0 )  the following statcmmt is made: 

Thus. the source of the 5.1 percent risk-free rare used by Mr. Reed zrnphasizes the 

potentia! for inaccuracy in the exact same long-term projections that it presents. 

Gonsequenxiy. the 5.1 percent dztran used by Mr. Reed in his CA4PhI: should be 

disregarded. Funher. the 3.24 percent and 3.563 percent estimates of zhf: risk-free rate 

(shown in Exhibit JJR-4) should dso  be disregarded since they do not reflect can-cnt 

marker conditions. As I discussed earlier, die recent. ’JO-yem U.S. Treasury Boad yield is 

3.74 percent (Exhibit SI(B-5) 2nd it is that risk-free rate that sliould be used in a CAPM 

analysis. 

The second area in which I disagree wilJi hfr. Reed’s CAPM anil!ysis is with regard to his 

calcuiation of xhe reqnired market risk premium. As shown j a  Exhibit J3R-4. page 2 of 8: 
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in order to caIcu3ate that risk prenrimi, lie estimates an S&P 500 Required hIarket Rcturn 

of 13.97 percent. This is based on a DGF rnodel wish a 2.13 percent dividend yield for the 

S&P SO0 m d  a 10.72 percent long-rem growth rate for the S&P 500. As slio~vn in 

Suppleniental Response to Staff 15.3 (Exhibit SU3-12), that long ten11 growth rate is 

der-ised from anatysts’ EPS forecasts for each S&P company over the next 3 to 5 years. 

Based on this malysis, the risk preniiuni derived in the Company’s Crjgh4 analysis is as 

kigh as 9.73 percmt. 

As I noted earlier iil my discussion of Mr. Reed’s comrant growxb DCF model, it is 

inappropriate to i15e tmalysts’ EPS grovdh forecasts of 5 yeas or less in a constant growth 

DCF model. It should also be noted that there is i: glaring inconsistency between the 

Coriipaiy’s :nulti-stage DCT cost of equity analysis and its G M M  analysis. The estimaie 

of a 10.172 percent long-tern1 DCF grout11 rare in its ChPhl  model is inconsistent with its 

5.45 percent estimate oEIong-term g o n t h  in his multi-stage DCF model. The estimate of 

long-term growth in his CAPM model is approximately fwo limes ,urreu~*tl~ tlim his 

estimate of long-tern] growth in his imrlti-wage DGF model (10.72 perccnr versus 5.45 

percent).’ 

Reasonable a r ~ ~ ~ e ~ t ~  have been made that long-tern1 EPS gro.lvrh should track long-term 

nomixid GDP growth.9 fit is weasonable @ expect, as does Mr. Reed, that long-term EPS 

- rrrtlrvthwiI1 be twice as much as long-term ~ r ~ ~ ~ h ~ ~ ~ o ~ i ~ ~ ~  GDP. 
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For the abo5;e reasons, it is ~ ~ ~ p p r o p ~ ~ a t e  to use 2 10.72 percent EPS groutl~ rate in ai 

S&P 500 DCF model, md also to use an approximate 10 percent market risk premium for 

purposes of the CAPM. As I discuss earlier in my testimony, a reasonable C M M  cost o€ 

equity estimate is 7.85 percent. 

Q- 

A. 

Please discuss your d i s ~ ~ ~ e e ~ ~ e ~ t s  with Mr. Reed's ''Bond Yield pIus Risk ~ ~ e ~ i u ~ ' ~  

analysis. 

In his Bond Yield plus Risk Premium analysis, hlr. Reed appropriately recognizes the 

im-erse relationship betctreen utility required ROES 2nd bond yields, which is 

demonstsated in my article in hfunagerial and Decisiora Eco~onzics. However, he uses ai 

iiiapproprirtte risk-fi-ee rate. 13t: uses tFc sane 3.24 perccnt to 5.10 percent range for the 

risk-free rate here t h a ~  he used in his C'BPM model. For the s m e  reasons 1 discussed 

earlier. that risk-free rate range is inappropriately high. 

'4s shown in Exhibit 1.R-5, page 2 of 2, his estimated regressior; eqmtinn: cornpasabfe TO 

nix Eq. (I  1) shorw &o,o.;e. is: 

Gsing a current Treasury bond yield of 2.74 percent, as I discussed above. and 

substituting that into Eg. (13) 4ieids a risk prmiurn of 7.234 percent nnd a cost of ecpity 

estimate of 9.97 percent which is IY to 90 ~ f f ~ ~ ~ ~ ~ ~ ~ ~ ~ z ~ ~ ~  less than his derived cost of squity 

range of 10,lf percent to 10.57 pa ,rcent. 
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Q* 

A. 

Please discuss MY. Reed's analysis of the ra~lio of projected capital ~ ~ ~ e ~ ~ ~ ~ u ~ ~ s  to 

net piant- 

bk. Reed makes the claim that TEP's ratio of prqjected capital expendirures to net plant is 

signiiicantly grcater thm thc corresponding ratios for the Risk-Comparable sample, md 

therefore an allowed r e t m  on equity above the proxy group mean is appropriate. See 

Reed Direct at 3 1-3 3. 

However, lie is focusixig 0x1 just one risk factor that investors axe aware of in evaluating 

their risk expectations of TEP. Ln fact, there is a iiiyiad o f  iisk faclors that investors wifl 

consider. Far example. investors consfdsr: 

h4acroeconomic conditions, both national and regional, suctn as inflation rates, 

menipIoymen?: rates, Gross Domestic Product growth rates, and interest r a m ;  

Volatility in fiiiancinl malccts: 

Wholesale contract disputes; 

E'itiar-Lzial or regulatory accounting pxinc!pics or policies il-ulposed by the Financial 

Accounting Sxandards Board, the SEC, the Federal Energy Regulatory 

Commission, md similar entities with regtit atoq oversight; 

Changes in kx laws; 

Disputes with the IRS; 

t fiusual we~ilier conditions wliicb may result in w ~ a t ~ ~ ~ ~ - i ~ ~ ~ u ~ e ~  &:Greases in 

usage; 

Changes in copper prices which could affect the mining sector's electricity tisage; 

~ ~ i ~ c ~ e ~ ~ l ~ d  generation. transmission, OF distribution out~~gcs, ~ ~ ~ j n l e n ~ ~ ~ ~ ,  or 

repan; 
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(2. 

A. 

Unanticipated clianges to fuel suppfy casts, or ~ ~ ~ v ~ l ~ b ~ ~ ~ ~  due to lzigher demand, 

shortages, transportation problems or other developments: 

Changes in enviromentaf laws and regufzitions including regulations related to 

carbon charges; 

Customer business conditions including the percentage of load accounted fbr by 

“oilsiness cycle sensitive industrial load; 

Credit risk associated with customers that do not pay their hills and counteqmfies 

thaz owe money or product and breach their obligations; 

Risks associated with funding of dcfined benefit pensions and posr-retirement 

plans for employees: and 

Increasing costs associated lvith hcaltli care plans. 

Does this array of risk Fictors imply that adjustments should be made to your DCF- 

based Cost of Equity? 

No, it does not. The common stock iiiarket price terms in ihe Risk-Conpixable s,mpfe 

implicitly reflect investor evaluations of thesc risk factors. To t3nc ex~cnt iaveston are 

concerned with these risk factors rhe bock maxket price terms will be correspondin& 

lower arid reflected in a greater dividend yield: and higlicr cost of eyuiry. hi the 

model. 

Gonsequmttly, Mr. Reed’s imp!j cit argument that izivestors €OFOCL~S d i s ~ r c p ~ ~ i ~ ~ a t ~ l ~  as. the 

ratio of capital ~ x p e ~ ~ ~ i ~ u r e s  to net plant is f~lIac.Cious, and should be accorded no weight 

by this Commission. 
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Q. 

A. 

What i s  your ~ ~ ~ c r ~ ~ ~ ~ ~ j n ~  ab. the 2007 Chaparral City remand on the issiae of 

While I am not an attorney, my lay undersraading of that C o w  decision is that the 

Comrnission must consider the fair value of a utility-s assets in setting rates. However, 

thar does not imply that the Conipany’s cost of capital musx be applied to thc .fair value of 

the Rate Rzse. That decision also notes that “If the Commission determines rhat the cost 

of capital analysis is not the appropriate methodology tu determine the rate of return to be 

applied to the FVRB, the Commission has the discretion to detcmzirie the appropriate 

methodoiogy.” Here, I an recommending the appropriate methodology fur use in 

conjunction tvhb aFVREJ. 

Yes, 1 do. Based on my experience, the weighted Cost of Capitd is designed TO apply to 

an original cost rate base. Thaz weighled Cost of‘ C q d d  is derived €ram the liabilities 

side of the hdance sheet? and is then applied to %he Original Cost Rate Base. which is from 

ihe assex side of the balance sheet, Tlien the weighted Cos1 of Capital is multiplied times 

the Original Cost Rate Base. This a p p r o ~ ~ h  matches up the total Iiabiiitics that mdergird 

the rate base to hat same Clrighl Cost Rate Base. Investors, in both debr and equity, 

receive retunis on their in\estrrients, which are reflected on the kbililies side of the 

balance sheet. The utility is ihen allowed the ~ ~ p a ~ u ~ ~ t y  to eani a fair return on its 

investment 5. 

owever. with the i ~ ~ t ~ ~ ~ ~ u c ~ ~ ~ ~  of a FVRB, the financial fink between the capital ~ t ~ ~ ~ t u r e  

and the: raw base is esscnrially broken. Ciezrl), the mount of FVRB that is in excess of 
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the Origimf Cost Rate Bzse (*‘FVXB Incrcment“) is not financed with any investor- 

supplied capital, and cannot he associated with any of the c ~ ~ ~ ~ o ~ e n t s  on the Iiabifity side 

of the bdmce sheet. 

Because of lhis, it is reasorlable from a fitinaneid standpoint to assume that this Increment 

has no, or zero, financing costs. As a result, the capital structure and cost of capital c m  be 

modifkd to include a zero-cost component in the capital strucme. That zero-cost 

conipcnent in the capital structure would correspond to &e increment of FT7RE3 over the 

Original Cost Rate Base (“FVRB Increment”) and would receive a zero-cost assignment, 

xlIteimtivcly. if the Conmission determines that there should be a specific retum 

applicable to thc FVIII3 Incrcment. I provide here such 3 method. 

Since the FVRB Increment is not h a i c e d  with MY investor-supplied capital, there is nu 

risk attached IO that Increnieni. Consequently. the r e m  assigned to that Increment 

should be risk-free. Risk-he im-esmeiits are generally defined as U.S. Treasury 

Securiiies. Additionally, since the FVRH jmpljcitly- includes f ie  effects of intlajion, it is 

qqmpriate to remove the effccts of inflatztioa from that risk-free rate of retwi. M:e can 

call that &e “rea;” risk-free rate ofretum. 

One approach to ~ ~ t ~ ~ ~ ~ i ~ ~  the rea! risk-free rate of return is to xse yields on US.  

Treasury Inflation Protected Securities (” IlPS**). These securities periodically adjust the 

face xnounl of the security by the asnount uf  at^^^^, and then apply the TIPS interest 

rate to thaz amount. Bemuse of thax adjustment, investors are protected f?om the effects of 

inflation eating away ai the invested principal. Consequently, the >ield on TIPS is both 

risk-frce and adjusted for idation, and i s  a ~ e a l  risk-jkee rafc @“W~UYM. 
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A second approach to estimating a risk-free rate of r z t m  is to lake the yield on a 

traditional risk-fret long-term C-. S. Trcasury Bond ("nomina1 risk-free rate") and subtract 

from that the infiation rate. This is the approach h4r. Reed used in his esdmation of a real 

risk-free rate of rckirn. (Sec Reed Tes~in;oo~- at 47: 6-1 2). 

For my first approach, I ayeraged a17erage m u d l  yields on long-term (over 10 ye~rs} TIPS 

€or the period 2503 -201 1 (Exhibit S a - 1 2 ) .  Thai average is 2.07 percent and sepresenrs 

one estimate of the real risk-free rate o f  return. 

For the second approach, I utilized the recent mrninal risk-free yield of 2.73 percent on 

long-term US. Treasurt- Securities, as I discussed above in the comexl of ihe CAPFIL. For 

the annual inflation rate: X use a 2.3 0 percent rate which is the swnc as used by hlr. Rezd. 

The real rjsk-free rats o f  return with &is approach is then: 

(14) Nominal risk-free rate - Infliition = Red Risk-Free Rate 

(1 5 )  2.74% - 2.10% = 0.64%. 

Q. 

,4. 

Given these two appraaches for e s ~ i ~ a ~ j n ~  the rea€ P-isk-free rate of return? what is 

X averaged these tivo approaches to obtain my estimate of 1.36 percent (2.07 percent plus 

0.64 percent divided by 3). Mowever, it should be noted that this is a m ~ x i m m  l a h e  that 

could he applicd to the FV 

1 provided this data tu Staff witness Ralph Smith for purposzs of edlculating the FVROR. 
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Q. 

a. 

A. 

aye Any Commeuts on Mr. Reed’s ~ a l c ~ € ~ ~ i o ~  of a Rate of 

~ ~ c r e ~ i g ~ ~  for TEP? 

Yes, X do. E-Xe used my szcond approach for estimating the red risk-fi-ec rate of return, 

with one major esception. He used projected yields from the period 201 3 to 2022 on 30- 

year US.  Treasury Bonds and obtained a 5.29 percent noniiial risk-free rate of  return 

behre adjusting for a 3.10 percent inflation rate. We obtaiined a 3.12 perceiit red risk-free 

rate ofreturn. (Reed Direct at 47: 6-12). 

The problem wit11 this approach is that he used projected yields for the fixtTure Erom B h e  

Chip l;it?a71ciul Forectrsfs arid they are simply not reliable. iIlt~a~ interest rate assumption 

is cntirely speculative and does not rcflect ctrrrcnt market coi1ditio11s. Kote, in particular, 

that on the same page of that particuh Blue C3ip FinancinE Furecnsfs (page 14 from that 

document shown in in? Exhibit SKB-lo) thc follo.ic;ing ststernent is made: 

“Shown are estimates for the y m s  2013 through 2017 and averages fctr 
the fivc-year periods 2013-207 7 and 301 8-3022. A4ppiy these projcctioim 
cairtioz~~~v. Ftw pconomic. demogmphic. arzd political j o ~ c e s  can be 
cvalziafcd ~ccwcc7te]l. G I W  sztc:r long rim spans. ’’ (Emphasis added). 

Thus, the source of the 5.29 percerit nominal risk-free m e  used by MT. Reed emphasizes 

&e potential for inaccuracy in the exact same long-tenn projections that it presmts. 

Consequcntly, the 5.29 percerit datum, as well as the real risk-bet: rate of return of 3.12 

perceat used by Mr. Reed in his FVROR, should be disregarded. 

As shown in Staff A4Each~ent RCS-1, page 11 r;pornsored by Staff witlzess Ralph Srnirh, 

the Compmny’s proposed rate of rexmx on FVRB Increment of 1.56 percent resulis in an 
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effective 12.45 percent ailowed return on equity. This is 170 basis 

C0111panfs requested rate of retun1 an equity. 

Q- 
11,. 

A. 

A. 

Why does this occur? 

This occurs because thaz return is applied TO the FVROB Increment, ‘~vbicli is not 

rapported or supplied by m y  investors. Tk& return inures solely to tbe benefit of the 

Compzny‘s shareholders, svho supplied zero funds to support. that Increment. 

is relevant in this case? 

%%de &e Commission should be mindful of the Court‘s rulings in the 2007 Chaparral 

City Kenimd, tt-ie Conmission s h d d  also be awm of this increwed 170 bask point 

~ ~ ~ & r c ~ ~ ~ t  to the Company‘s eI€ecti.i.e allowed return on equity in evafuzting the 

reasombtbleness of the Company’s requesxed rate increase, 

This is in addition to the increment of 47 basis paints associated With the Company‘s 

proposed hypothetical capital structure. as I discuss earlier. 

1s there a s ~ ~ ~ ~ a r  retu~n on equiq increment associate 

case? 

Yes, there is. As shown in S t ~ € ~ ~ ~ a ~ ~ ~ n t  RCS-2, page 33, sponsored by Staff witness 

Ralph Smih, the efkctitre allowed relmi on equity in FVKOR Option 2 is 10.19 percent. 

This is 79 basis points above my recommended allowed r e m  on equit>- of 9.40 perccnt. 

The Coimiissioii should also be awae of this increased increment to the Compa~y’s 

effec.rive ailotvcd retuni 011 eqriizy in making i t s  diecision in this case. 
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A. 

Q. 
A. 

I recommend a capital structure, before adjustment for FV . with 43.50 per cent 

coim2oxl equity, 55.97 per cent long-tern debt, and 0.53 per cent short-temz debx. This is 

the same capital structure proportions €or Test Year ending Decexxber 3 1. 201 3 that is 

reflected in the Compaiy’s Schedule D-l> Page 1 of 2, which I: find to be reasonable. 

I recommend a cost of equity of 9.4 percent, with a range of 8.9 percent - 9.9 percent, 

whif:: tbe Cornpauy proposes a 10.75 percent cost of equiry. I also recommend ai overall 

cost of capital of 7.00 percent before adjwhnent for f;Vltf;3. 

I recoiimend a mtc of rcturn of n.0 percent to 0.68 percent on the FYRB Incrernext. This 

results in an overall r3te of return range of 4.63 percent to 4.86 parcenr, vihich is 

appIicabIe to the F’VROR. These numbers air: Inased 013 Staff Attachmcm RCS-3, pagc I O  

cf Ralph Smith Exhibits. 

Does this conclude your Direct Testimony? 

Yes, it does. 



ISce President 
Economic & Financial Consulling Group. he., 1390-Preseni 
con\vay, Ax 73032 

Ph.L>., Economics 
'Irandesbilt Cniversity, 7 979 
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Mamger ofRates and Fimme Sections-Supervisor of six rate and fmancial analysts 
Arkansas Public Sert ice Commission, Lidle Rock, -4R, 1979-1966 

Jmtructnr 
Vanclerbilt University , 197 6-77 

Z have been retained as a coiisultarit and expert VI itriess by the Arkansas Public Service Commission 
continuously since 19%). In that capacity, 1 have advised the -4rkansas Commission, and filed 
testimony on behalf of the ;.Zrkaisas Commission3 on the fc,llov,,ing subjects: 

Regioiial Transmission Organizations: 
Independent Coordinator of Transmission: 
Lo cational margi naI pricing; 
Resource P J anning ; 
hlCrgerS; 
Kational Interest Electric Transmission Comdors; 
Transmission Planning; 
Standard Market Design; 
Demand Side Resources; 
Systeiii Poolhg Agreements; 
Stranded Costs; 
FERC Rulemaking 01; Transmission Xssues; 
Fuel Adjristmeiif: Clauses; 
In~enup~ible Rates; 
Avoided Cost Pricing; 
Kuclear decommissioning rates; 
Retail electric utility rate rases; 
Gas Distribution utility rate eases; 
Regianal Transmission ~ ~ ~ a ~ ~ ~ ~ t ~ ~ n s :  
Indcpcndziit T r ~ i i ~ ~ ~ s ~ i ~ ~  Companies: 
Cost of capital; 
Depreciation expense reflected in formula rates; 
Plant cancellation cos:s re eczed in formula rates; 
R’uclcar. d ~ c o ~ ~ i s ~ i ~ ~ i ~ i ~  rates: 

2 



(24) Uiliry mergers; 
(25) Nuclear plant purchases; 
(26) Interruptible rates. 

Technical assistance on cost of capital issues provided to District of Columbia Public Service 
Commission and Staff, Fomaf Case No. 1087, Pepco Electric Rare Case, 201 1-12. 

Technical assistance on cost of capital issues provided to District of CoIumbia Public Service 
Commission and Staff. Fomal Casc Yo- 1093, tVnshin@en Gas Light Cornpaiiy Rate Case, 2012. 

Federal Ener.0 ~ ~ ~ ~ ~ u ~ o ~  Cc)nzmissio~, Docket KO. ELIZ-I 384-000, Tesrirnony concerning 
inclusion of cancelled production costs onE,ntergy‘s baiidwiiilh calculations. October, 201 2. 

Ftdeml Energy ReguZutot.j; Conmission, Docket Ab. EL12- 1384-000. Affidavit concerning impact 
of cancetled prciduction costs on Entergy’s bandwidth calculations. May, 2012. 

Fcderul Energy RcgziZGmy Commission, Dockef No. EL12-1384-&?0. AEdavit coiiccming kipacr 
of cancelled produetion costs on Entergy’s bandwidth calculations. ApriL20 12. 

-%lisso~ii PziSlre Scwice Conmission, Case ATo. JIR-Zill 1-024i. Testimony coacerniiig the cosr of 
capital of‘ Veolia Em-gy Ka-isas City, Inc.. September. 20 1 1. 

:Yorflz Dukoia Public Servke Conamissioiz, Cast: Nus. YLi-l 0-65 76 mid P l i l  1-55, Tcsrimony 
conceniing cost of capital of Ncrthein States Power 34innesota operating in Korth LMmta, 
August. 201 1. 
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Federal Energy Rcgzllatory Gommissim, Docket Ah. EA1 0-1350. Testimony concerning bandwidth 
calculations. December, 201 @January, 201 1. 

Federal Energ), Regztlntory Con~~~7~ss~on.  Docket No. ELIO-55-000, Testimony concerning 
deprsciation cxpirnsc used in bandwidth calculations. October, 20 10. 

Federal Energy  lato^^ to^^ Commission, Docket Ab. ELO9-1224-000. Testimony concerning 2009 
bandwidth caIcuiations for Entergy Operating Companies. Januap and February; 20 3 0. 

Ccmnecriciit I)q?artmenf qf Public Cfiiip Corztml. Paitkipation iii task fmce that performed a 
Management Audit of the Coanecticut Light 22 Power Cotiipaq, May, 2009. 

Federal Enera* RcguEtztoyFi Cotnmission, Docket No. ERUY-63'6-000. Affidavit concerning EiiterB 
Arkansas notice of intent to witlidraw from the Entcrgy Sptem Agreement, April. 2009. 

Federal Energy Regulmxy Commission, Docker :\To. EL08-51-000. festinio:iy concerning recovey 
of Spindlemp regulatory asset in 2008 bandwidth remedy. Fcbruary. 2O(lC), 

Fedcrd Energy Regulatory C,~o,r?n.rissiori, Docket Kc?. ERc18-lc/,id-OOO. Testimony concerning 
i~iclusion of czi?ain E\ angeline gas costs in 2008 bandwidth calculations for Entttrgy, 
January, 2009. 

Federal E v r e ~ p  Regvlafcq. Commission. Docket h-o. EROS-1056-000. Affidm it 011 2008 
baiidfiidrh renscdy on Entergy System. J d y  2008. 
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Federal Emrgy Regtdutory Coinmissioi?. Docket No. EXO3-5(;3-Oflci, et al. Testimony conceming 

purchased power agreements 011 Enlergy System. November. 2003. 

Fedcral Energy Replatory Commissim, Docket ,Vo. E203- 753-i)OO. Tcstimonl; concerning unit 
power rate schedule on Entergy System, Kovember, 2003, 

Securities nnd Exchange Commission, File hb. 70-9785, Affidavit: concerning issues associated with 
exempt wholesale generators for American Electric Power, September, 2002. 

Fedma1 E m q p  Regdatory Commission, Dockt -?!To. ~ ~ 0 ~ - ~ ~ - ~ ~ ~ ,  
Affidavit opposing production cost cqualization on the Entergy System July, 2001. 

Fedem’ Energ’ Regalatoiy Cortz~zission. Docket Nos. ELOO-66-000 ef a!. 
Affidavit concerning production cost eqiiatization on the En te rg  System. May. 200 1 

Slate qf Arhnsas General Assenzbl;c.. Testimony concerning 
White FGiver Navigiittion Project, January, 2001. 

141 I regarding fi~nding of th2 

Federal Erierg37 Regularmy Commission, Dock t  -%‘os. ELOG-66-000 et al. 
Testimony concerning iimdificatic7ii of Entergy System Agreernenx 10 accommodate 
deregulation and interruptible rates, December, 2000, January, 2001, and February, 200 1. 

Fedmnl  EM-^ Rqulnfoty (Ibmrnissioiz, Dockcf Nos. EL98-40-000 er al. 
Testimony concerning the merger of American Electric Power and Central and South West, 
May, 1999 and June, 1999. 

Seczrriries and Exchange Cornmi.ssion, File ,VQ. 70-9049 
Affidavit concerning financial risk of diversification of Enterg Corporation, Qctder, I 998. 

Arkansas Public Sewice Com~~ission: Dochi A’o. 98-OBI-TI; 
Testimony cmcerning off-peak rates, 34arch, 1998. 
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State q filrkarzsras General Assembly 

Economic Policy Analysis 0% Telecoinmunicatioiis Reform Act of 1997. January, 1997. 

Securities a d  Exchange Commi,ssio~, Fife No. 70-8725 
Affidavit concerning financial risk of diversification of Sotithem Company, October, 1 996 
and fmtiarq’, 1997. 

Federal Energy Xqplatwy Conzrniksion, Dockct 1%. ERBS-53-000 
Testimony concerning the equalization of nuclear decommissioning costs of Entergy, 
October. 1996. 

Securities and Exchange Commi~wbt~, File Ab. 70-8809 
Affidavit concerning financial risk of diversification of Central and Southwest. Ma:, i 996. 

Fedcral Eiiczi-gv Kcgulutor,: Commission, Docket No. ER95-I 042-000 
Testimony concerning the cost of capital and nuclear decoinmissioning of Systex Elm-= 

Resources, October. 1995. 

Fedcvai Encrs1 Regrlotoq. Corninissign. Docket iVo. ER9.S-53-000 
Affidavit concerning nucfear decorimissioiiing cost eqaalizatfon on the Enterby System. 
June. 1995. 

Feder-al Ener-gy Re,vztlaloq Cmimissicm, D o c k f  So. ELY4-13-(:100 
Testimony concerning the mergzr of Entergy 2nd Gulf States Utilities. October. 1994. 

Arknrisas Public Senice Commission, D~cliPr Ho 94-355-t: 
Testimony concerning the cost of capital of Louisiana-h’cvada Transit. October, 1994. 

Oklahoma Covprar-ion Comzissioiz, PL-D 940000351 
Testimony concerning the cost o f  capital o€Ar;kanszs Louisiana Gas eo. July, 1994. 

.4vkansm Public Service Commission, Docker KO. 94-1 75-C 
Testimony concerning the cost of capital of -Arkansas Louisiarra Gas Co. June, 1994. 

ftxwities and E x c h i p  Commission, File hro. 70-8339 
Affidavit ~ o ~ c e r ~ i ~ i ~  the merger ofCentral and Southwest and El Paso Electric. April. t993. 
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AT-kansas Public: Service Commission. 1)ocker KO. 93-081-C 
Testimony concetning the cost of debr of Arkansas Louisimma Gas Co. October, 1993. 

Federaf E f i e r p  Regulatory Commission, Docket ,"\.'i,s. EC92-21-000 and ER93-806-00 
Tesiiinony conceming the merger of Enters  a i d  Gulf States V'tilities. March, 1993. 

Federal E7zcra Reguk~tory Commission, Docker A'os. ER92-34 I-000, EL92-35-000, and E1 92-36- 
500 
Testimony concerning the cost of capital of System Energy Resources. December, 19393. 

Semrifies and Excharge Commission, File -Vo. 70-8059 
Affidaviz concerning the merger of Entergy and Gulf State$ Utilities. Kovember, 3 992. 

Kansas Coiyor.aikw Cornmission, Dock-et No. IS1,2tlO-U 
Testimony concerning the cost of capita1 and a wearher normalization adjustment clause for 
Arkansas Louisiaiia Gas Co. hlay. 19?2. 

Arkansas Ptiblr'c Service Comn~ission. Dockef Xu. 92-032- li' 
Testimony concerning a weather ~ o ~ a ~ ~ z ~ t i o ~  adjustnxnt clause for Arkansas Louisim2 
Gas Co. February, 1992. 

Fedcral E ~ c r g y  Reghior)> Conini ission, Docket I'l'ct. ~ ~ ~ ~ - ~ ~ - ~ 1 5 ~  
Testimony concerning tlic spin-off of a cod unit on the Entergy System. January, 1992. 

Avhvtsas State Baizking Comnzis~ion 
Economic and Financial Report on the Feasibilky of the Proposed First Comrnirniq- Bank. 
Canway, ilirlca~isas igrepared by Economic & Fiiiancial Consulting Group, inc.), May, f 99 1 
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Exhibit SKLB-I 
Tes~imony concerning non-traffic sensitive costs on tdephone systems. November. 1990. 

Fedemf Emrgv RcgulatoFy ~ o ~ ~ l i s s ~ ~ ~ ~ ~  Docket Itios. E ~ 8 ~ - ~ ~ ~ - ~ ~ ~  and E ~ ~ ~ ~ l ~ - ~ ~ ~  
Testimony concerning the cost of capital and iiucfear decommissioning of Sysrem Energy 
Resources. Kovember, 1990 

Arkansas Public Service ComniissioPt, Docket NQ. 90-004-li 
Testimony concerning the capital structure of Arkansas Westem Gas eo. Qcrober, 1990. 

.Irkan,cus PzrbEic Service Commission, Docket No. 88-1 !5-TF 
Testinony concerning phase-in plm for Arkansas Power and Light Co. Scptembcr, 1988. 

Avkansas Public Service Commission, Docket ,Vo 87-201 - Lr 
Testimony concerning the cost of capital of G‘TE Southwest. hic. August, 1988. 

Arkamas Public Seuvire ComimisioiT, Docket Xo. 87-1 M-TF 
Testinony concemiiig nuclear decommissioning trust furid of Arkansas Power and Light Co. 
January, 1 98 8. 

A~krnwns Public Service C,’omm ission, Docket Ab. 8 $- 0 ‘0- U 
Testimony concerning tlic cost of capital of Arkansas Louisiana Gas Co. September. 1987. 

A ukar uns Pzrh I ic Service Comniissioii, Pocket No. 8 “-0 71 - l J 
TesIimony concerning the cost of capital o l  Arkansas Energ!) Resources. August. 1987. 

Fedwnl E1.zeqy Kegul at or 37 Conm issio i 1. Do cke f iVos. EL86- 56 - 00 0 and EL85-59- 0 0 0 
Testimony conceming the cost of capizal of System Energy Resources. fm, aj2d MjddIe South 
Services. March, 1987 

Arhnsab Pirbiic Service Conimissioii, Dockel Yo. PT-0?8-LT 
Testimony concerning a prefewed srock issuance by Arkla. March; 1987. 

.4ukin ras Public Service C’unzmissinrz, fhcke-cct Ab. 84-i 65-Z;T 
Testimony cgnceming the cost of capital af Sout1iwesrci-n Bel!. February-, 1987. 

- 4 ~ k a n . s ~ ~  Piiblic Service Comnzissiuti, Docket Yo. 86-243-TF 
Testimony conceniiig incentive ratesfor Arkansas Power and Light Co. January, 1987. 

Securftlic?s a d  Exchange Cornmission, Fde Ao. 70-?299 
Affidavit concerning a preferred stock issuance by Sysrrm Energy Resources. December, 
1986. 
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Testimony concerning incentive ratcs for Arkansas Power and Light Co. September, 1986. 
Arkamas L'-'zddie Sewice CoJnmission, Docker KO. 55-1 T.5-TF 

Arkansas Public Service Conmrission, Dwke f  Eo. 86-1 4 7-TF 
Testimony concerning a tax ad&stmeiit rider for -4rkansas Power and Light Co. August, 
1986 

Arkarzsas Ptrblic Suvice Commission. Docker Ro. 86- I I.2-TF 
'f'estiniony concerning seasonally dif€erentialed rates of Arkansas Power and Light Ca. Sme, 
1986. 

Arkmsas Public Service ~ ~ ~ ~ ~ i s , ~ i o ~ .  Docket A%. 86-090- Z i  
Testinivlcty concerning gas transportation policy. June, 1986. 

Rrk.ansa,r Public Service Coinmissioii, Docket z\;u S5-299- U 
Tesiimony concerning cost allocations hetween customer classes on Arkansas Power and 
I.iglit Co. February? 1356. 

Arkansas Public Service Commission. Docker ]Yo. 85- 104-1F 
Testimony concerning iiitermptiblc incentive ratcs for Arkansas Power and Light Co. May, 
1985. 

Arkansas Public Service Commission, Bctckm Ab. 84-084-L: 
Testimony concerning cost allocations and phase-in plan for Arkansas Electric Coupei+&je 
Corporation. September, 1984. 

A r k i ~ s n s  Public Ser~ice ~ ~ ~ ~ ~ i ~ ~ ~ ~ ~ ~ ,  Dochi SL'o. S$-IYY-<,' 
Testimony concerning the cost of capital, rate design, and class cost aIlocstions for A.rkamas 
Power and Light Co. September, t 984. 



Exhibit SKB-I 
At.icarzsas Public Service ~ ~ ~ ~ ? ~ i s s i ~ ~ ,  Dctekeiel Ab. 5'3-1 62- Cr 

Testimony conceniing the cost of capital and replacement cost pricing €or Arkansas 
Louisiana Gas Co. hilarch 1954. 

Arkat7sas Public Service ~ ~ n ~ ? ~ i s s ~ ~ ~ ,  Docket No. 83-25341 
Testimony concerning the cost o f  capita1 of RT&T. January, 1484. 

Arkansas Pztblic Service Conmission. Docket ~VO. 83-205-U 
Testimony concerning a rate reduction for Arkansas Power and Light. L>ecml>er. I983 

Arkunsac Public Service Comnzission, Rocket it'ct. 53-045- li 
Testimony concerning lhe cost of capital a id  customer stock purchase pian on Southwesmx 
Hetl. September, 1983. 

A l - k - u r ~ x s  Public S e n f w  Commission, Docket No SI-104-AP-2 
Testimony conccrning nuclear fuel negative salvage costs of Arkansas Power and Light Co. 
July, 1983. 

Arkamas Public ,Se.rvicc Conmikyion, Docket -Vo. 82-31 4-47 
Testimony concerning the cost or capital and ciistomer stock purcliasi: plan on Arkansas 
Power and Light Co. &4pril, 1983. 

Fedzrul Erzer737 K ~ g . d ~ i t o i y  Commission. Rhf-80-36-UOIi 
Comments cmcerning a generic rate of return. December, 1982. 

Illinois Conzrnercc ronzntission, Docket ?to. 82-0152 
Testimony concerning rh:: cost of capital of Xllinois Power Co. July, 1983. 

hkaizsus Public Service Coniniissiori, Docket Xo. 82 -250-U 
Testimony concerning the ratc of return of Arkansas Electric Cooperative Corporation. Jtme, 
1982. 

A rknnsas Public Service ~ ~ ~ ~ ~ ~ i ~ ~ ~ ~ o ? z ,  Docket 81 -349- zi 
Testimony concerning the cost of capita1 of Associated Nzttiral Gas Co. April: 1982- 
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Testimony concerning over41 capitalization rate. November, 1 98 f . 

Arkmsm Public Service Coninzissioz: Docket KO. 81-1 151-L.~ 
Testimony cuiiccrniiig thc cost of capital of Oklahoma Gas and Electric. October, 1981. 

-4 r-kmsas Public SeTvice Corrmissiun, Dockei KO. Sf -2 44- li' 
Testimony concerning the cost of capitd and nuclear decornrnissioning &trust iirnds for 
ifrkansas Power and Light Co, September, 1981. 

Arkavlsm Pziblic Service Con~~issiorz, i3ockt.f KO. C-3136 
Testimony concerning the cost of capital of Southfiwestenz Efectric Power Co. April, I 98 1. 

driiznsas Public Sen& Commission, Docket IVO. U-3117 
Testimony concerning an econometric model for directory assistance fur Southwestern Bet1 
Co. April. 1981. 

Arkansas Pabltr Service Commission. Docker KO. U-3071 
Testimony concerning the rate of retram aid zn ecanonidr'ic model of demand for c l rkanm 
Elecrric Cooperative Corp. July. 1980. 

=Irfcatwus Public Service Conzmissio fi. Docker hi). C-3 OS9 . 
Testimony concerning the rate of return c.f Worth Arkansas Telephone Cooperative. July, 
1980. 

Arkansas Public Service Conin?is.sion. Docker A"o. U-3096 
'I'estimor-ry concerning the cost of capital of United Telephone Co. :Varch, I9Sct. 

Arfmnsus Pznblic Service Cortimisxion, Docket Xo. LL1036 
Testimonq concerning the cost of capital of Gnited Mephone Co. No~emSer, 1979. 

IVincort t'is+ing Xrstzarch Fellowship 
'liniversity of Buckingharn. Cnited Kingdom, Fall, 1997 
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EJoguf2 Muulh Award 
Hendrix Colfege, 1972 

Alpha Chi (whfusfic),  
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Exhibit SK3- 1 

”Sub-Oprimal Generation Portfolio Variance with Rate of Return Regulation,” Teehimlog, and 
Ir?w<n?nent. I, 20 10, pp. 1 14-1 7. 

-*Firm liicentives for fiiveiition Prizes D’ith Maltiple Winners.” Easfem Economic Juzirnal, 32, 
2006. pp. 83-95. 

--Cieneration Search Costs and Kamsey Pricing in a I’artially Lleregulated Electric i.%fity Industry,” 
Jourrzirl of Economics and Rusimss, 54. 2002, pp. 33 1-333. 

“Substitution Betiwen Bundtzd and Unbundled PrCtducts ,4fter Deregulation in Eleetriciv 
Fzneration,” Easlern Economic Jnmr-i;rul, 26,2000, pp. 455-68. 

’*Stranded Costs. Access Charges, and Kamse~. Pricing in the C.S. Electric Utility Industry,” The 
Q’uurtcriy Revie~j  of Ecomnzies apid Filinnce, 40. 3000, pp. 503-17. 

“Asymmetric Demand infermition in Regulation,” Sizrdies in E c ~ n u ~ z j ~ s  a7;ldFiriatzce. 18,3998. pp. 
129-41. 
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pp.73-82. 

“Interest Rate Risk and IXility Bond and Dividend Yietds.” Adi*anccs in Iiivcsf~7ilenf,.lrzal3~~i~ and 
Portfolio hfmagenzenf, Volume III, 1995, pp. 183-191. 

”Rent-Seeking Multiple Winners,11 Public Choice, 8, 1993, pp. 437-43. 

“A Risk-Adjusted Approach for Assessing Factors dial Daermlne Utilities’ Allowed R~YJ.II~S on 
Equity,” (with ‘i’irnotby Mason!, 7Xe Review of Industt.ial Organization, 8, 1993, pp. 113-23. 

“The Impact of Consumers on the Dissipation of Rents:” Eastern Econon7ic ,Jow7zal, July- 
Septcmbar, 1991, pp. 34549. 

”Expected Rate Minimization and Excess Capacity Ij, Regulated Utilities,” T17e Quai.ter?y Review of 
Econnmfcs m d  3usinc.q Voluine 30, Number 3 ,  Fall 1990. pp. 85-95. 

“Flotation Cost A~~ewanctt 34eti?odologies: A Syntheck lking Present Value Analysis,“ The 
Financia! Review, Voiuiiie 25, Number 3, August, 1990, pp.487-500. 

“The Allocation o€ Risk Bet~ri.ecn Stockholders and Ratcpaycrs in Rcgulatcd Utilities,“ Land 
Economics, Voluzne 64, Number 2, May, 1988. pp. 1 14-24. 

“Rate-of-Return ICegulation and Demand IJncmainty with a Symmetric Regulatory Constraint,” The 
American Ecoiionzisr, Fall, 1957, pp. 3- 12. 

“The Reiwance of Quasi Rationalit) in Competitive A4arke:s: Cornment,” Anzer.ican Economic 
Review, VoliJme 77, Number ?. June, 1987, pp. 496-8. 

“The Ratepayer and Stockholder under Alternative Regulatory Policies: Conxnznt,” L a d  
Ecoy~o~nI’cs, Volume 62, Yumber 2. May, 1987, pp. 301-5. 

“The Lmpact of Xuclear Power P I m  Construction ,4ctivity on the EIcctric LJtility fndusq‘s Cost of 
Capital,” (with Smiuel Loudendagerj, The EnergvJournal, Volume 8, n’umber 2, April, 1987, pp. 
63-75. 
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"The Quarterly Cost of Equiry: Implications for Setting &e Annual Return on Equity," Electric 
Ratemaking, Volume 2, Number 2, April:May, 1983, pp.8-IO. 

Rook Review of Lwues in Pzabiic-Cfifiii@ Pricing and Regulation, edited by fi/Iichael A. Crew, 
Lexington. Mass.: D.C. Heath 22 Co., 1980, in Sozifhern Ecorwmic Jour.~al, Voturne 48, Xurnber 4, 
April, 1982, pp. 11 12-3. 

"The Discounted Gash Flow Formula: Val idarioii and Estimation." Proceedings qf the Secomi 
?ZARLTC Bietinirzf Xegulalory Iiyh-nintiorr Cor$wncc, pp.397-400. 

"A Comparison of Pay-as-Bid and Market-Cle~riiig-Price Bidding Processes in Electric L W t y  
Auctions" 

"Paj-as-Bid and I\/larl\et-Clearing-Price Bidding Processes in Electric Ctility Auctions with 
Mcrchants' Risk Prtfcrcnce" 

"Collusion in Rent-Seeking IVith Decreasing Return? to Scale'' 

PRESENTATIONS 

"'Offer Cume Behavior for Merchziit Plants in EIsctric Utility Regional Transmission 
Organizations", 3005 Southern Economics Associatien Meetings; W'ashington. D.G. 

"Deizris: Tcams, and Faculty Dreams: Cooperation in Hard \iS'ork,"' Speaker, Session at 57" Annual 
Meeting of the Aixerkm Conference of Academic Deans. Kew Orleans. Saxmy, 7,001, 

'-Changes in Risk in Electric Ctility Mergers During Transition to Clompstition". 1899 Somhern 
Economic Association Convention. 

"Straiided Cost in the U.S. Electric Utility Industry: Last Gasp of Rairisey Pricing?" Dis~ussioa 
Paper. Wincott Series. University of Buckingham, United Kingdom, December, I 997. 

"Interest Rate Risk and Ihility Risk Premia During 1982-93,'' 1994 Southern Economic itssociarion 
Convention. 
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'Werest Rate Risk and Utility Bond and Dividend Yields," 1992 Western Ecrtnoiiiic Association 
Con\-ention. 

"Scaling Up Nuc,lear Decommissioning Costs," KARUC Ad\ amed R e g d a t o ~  Studies Progrm?, 
Williamsburg, V.4. 1952. 

"Assessing Factors That Determine Utilities' Allowed Returns on Equity: A Risk-Adjusted 
Institutional ,$poach," (n ith Timothy Mason), 1989 Southern Economic .Association Convention, 

"Tlie Grand GuIf Experience," Sixty-Fifih Na:jonal Conferelice of Regulatory Utility Commission 
Engineers, Hot Springs, AR, 1487. 

"Some Fundamental Principles in the Determination of a Utility's Cost of Capital," Se~enth Annual 
Western Utility Rate Scmiiiar, Salt Lake C ~ T T ~ ,  Utah, 19x7. 

"A Critique o f  Various Phase-in Pfais," NARUC Adwinced Regulatory Studies Program, 
W ~ l l ~ ~ ~ ~ ~ b ~ ~ ~ ,  VA, 1986. 

"Principles in the Deteiiiiination of a Utility's Cost of Capital," Thirteenth Aniiual Eastern NARUG 
LTtiiiq~ Rate Seminar. Ft. Lauderdale, Florida, 1985, 

"h-dear L'nit Construction and Electric Utilities' Cost of Capital," Westem kconomic Association 
Coiivcntion, 1983. 

"Currenr Issues in Wifity Regufation." Fifth Annual Seminar Series, Hendrix Coflege, 1984. 

"Tize Econoniics of Two-Part Rate Structiires for Regulated Utilities," Midwest Economics 
Assnciarion Convention. 198 1. 

Chair, Department o f  Economics and Business. IVhile Chair f led the Deprtrnent in the development 
of an International Business Minor. This will he a precursor to atl Internationaf Business Major. 

Director, Center for Enrrcpreneurial Studies, Hendrix College. 100 t -Present. X obained ~ ~ ~ ~ , ~ O ~  in 
external filnding for the Center's start-up. The Center brought Secretary of Commerce Don Evans, 
former Secretary of HUD Jack Remp, and ibnner Council of Economic Advisor,\ Ckair Dr. Glenn 
T3ubba-d to speak to the Ifiendrix campus. A d ~ i ~ i ~ ~ a I ~ ~ ,  the Center spomored antmher o f  Rasiness 
Roundtables where local ~ ~ s ~ n e s ~ p e o p ~ ~  spoke to Wendrix students, In 2004, the Cenrsr provided 
supemision for 2 I-Iendrix Tern that was ;I cerni-finalist in the Arkansas Governor's Business Plan 
~ ~ i ~ p ~ ~ ~ ~ i ~ n .  



FacuIty Advisor, Phi Beta Lambda, the Collegiate Division of Future Business Leaders of ,4merica, 
2002-Present 

Chair, Committee on Curriculum, Wendrix College, 1 998-2002. Responsible €or development of 
new General Education Requirements as Hendrix n-ovcd fiom a trimester calendar to a 
semester calendar 

Member of Search Committee for Provost for Hendrix College, 2002 

Member oIFacuIty Committee that assisted in tbe n~i.tixig ola $3.9 million pint to I-readrix College 
from the Roben tk Ruby Priddy Charitable Trust, 2002 

Hendrix College Afurnni Association Boxd of Governors Awards Committee. 1999-2000 

Chair, Coniinittcc on Student Lifc, Heizdrix College, 1995.96 

OTHER EXPERlENCE 

Przsentation on China Od: ssey 111 nt Conway Rotary Club. November, 2007. 

"SymFosium on Business and the Libcrd Arts: kitqratiiig Pi-ofessional and Liberal Education." 
Spansored by the Council of Independent CoIleges, Chicago, IL, hhy,  2007. 

Il/iember, eSTEfv1 Public Charter Schsois. Inc. Board of Direecturs; Little Rock, AK, 2007-Przsent 

Discussant at 2005 Aniericaii Econoinics Association 'TPUG Session. 

Cimir, Finance Committee, Trkiity United Methodist Church, 20GS-06, Little Rock, AK. 

Blue Ribbon Panel, advics to Frucauff F ~ u ~ d a ~ i ~ ~ I ~  concerning r n ~ ~ ~ ~ ~ ~ ~ ~ ~ n  o f  its investmezit 
objectives, 2003 

Discussam at 2001 Southern Economics d-2ssociation Convention 
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"Report on the Ecoaomic Feasibility oP the white River Xasigarion Project," February. 2000 

Member, Board of  &e iZrkansas Policy Foru-idation, 1999-Present 

"The Democratization of Capitidism an Wall Street:'' Lug Cabirz Dsrrlrocrai, Conway, kkmsas,  June 
7. 1999 

Panelist on Governor's Economic Summit, Roundtable on Tax and ReguIatoq Poficy, June 9-10. 
1998, Little Rock, AR 

"Taxes and Savings in ~lrkansas," Murphy Cornniissioii Report, Mayi, 1998 

"FeasibiIity AnaIysis of the Formation of a Local Electric Yt'tility in Batesville and Independence 
County," with Mike Hughes and W.W. Elrod.11. April, 1998 

Discussmnt ax 1999 Southern Economics Association Cant;ention 

Discuss8ntnt at 1996 Western Economics Association Conver;tion 

Discussant ai 1994 Southern Economics Association Corrvention 

Discussmt at 1 993 Southern Econoriiics Association Couvention 

Pasicipalit on judges' panel for selection of outstanding Arkmsrzs businesses and executives in 1988 
for ilr.ican.vas Bzrsirzcss 

Lecturer, Business Leaders Day: 1988, University of Arkansas, Fayetteville, Arltansas 

Research Advisxy Commkee, Natioid KegnZaj.ory Research Inslitute, 1 YS6-t  989, Deputy 
Chairman (1988-1989) 

Su3coinmi8ee on Electricity, Nitional Associatian ofRegulatory CxiIitj Commissioners9 1987-1 989 

Subcommitkc on Economics, National Associatjon 0fReg~l3to1-y Utility Commissioners, 1979-1 987 

American Economics Association 
Southern Economics Associarion 
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Tucson Electric Power Company 
Cost of Capital (Before Fair Value Rate Base Adjustment) 

Test Year Ended December 31,2011 
(Thousands of Dollars) 

$1,896,332 100% 7.00% 
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DCF GROWTH RATES 

Corn Da nv 
AEP 

CtECO 
Empire District 

Entergy 
Great Plains Energy 

Hawaiian Electric 
IDACORP 

NV Energy 
Pinnacle West 
PNM Resfturces 

Portland fcnzral 
Southern Co. 
UNS Energy 

Westar 

gl €2 g3 B.Lf g5 g6 
3.7Q95 3.69% 4.43% 4.50% 4.30% 3.54% 
7.96% 6.92% 6.00% 4.68% 3.00% 
1.11% 7.21% 2.75% 3.13% 10.20% 
2.67% -1.34% 5.18% 3.01% 2.00% 
0.11% 4.76% 1.66% 2.66% 7.00% 4.97% 
3.19% 4.71% 5.21% 6.44% 6.50% 3.1.3795 
4.40% 4.71% 5.07% 3.96% 5.00% 4.00% 
3.47% 12.18% 2.45% 3.19% 10.20% 12.63% 
1.78% 3.66% 3.56% 3.91% 5.30% 5.88% 
l.ll% 10.35% 3.24% 4.73% 12.60% 10.95% 
5.43% 3.26% 3.94% 3.87% 5.20% 4.27% 
4.64% 4.66% 5.32% 5.94% 5.10% 5.58% 
7.22% 5.03% 4.17% 6.45% 
3.8304 4.62% 2.85% 3.72% 5.80% 6.13% 





BOND YIELDS 

Dare 
7/3/2012 

7/11/2012 
7/ia/2012 

8/1/2012 
7/25/2012 

8/8/2012 
8/15/2012 
8/22/2032 
8/29/2012 

9/5/2012 
9/12/2012 
9/19/2012 

2 . 8 2 4  4.16%[ 

AVERAGE 2.74% 4.24% 
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Sozrces: Federal Reserve and Value Line 
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DXRODUCTXON 

The risk premium method of calculating a fair 
return on equity for a rcguiated utiiitj is fre- 
quently used in regulatory proceedings. That 
method corisiders the relationship between a util- 
ity’s bond yield and its required return on equity, 
and is especially useful when other methods. such 
as the capital asset pricing model and the dis- 
counted cash flow (DCF) model exhibit less reli- 
ability.’ Although the discounted cash flow 
method is the favored method for estimating a 
utility’s cost of equity in rate proceedings, the risk 
premium method provides a useful check on the 
DCF resufts. This is even more important in 
today’s financial environment because of the 
difficulty of measuring investor-expected growth 
rates in the DCF method. 

If bond yields and required returns on equity 
move up and down in lockstep, it is straightfor- 
ward to calculate the appropriate cast of equity 
using the risk premium method. However, if they 
do not, estimation of the cost of equity is much 
more difficult. One explanation of this variability 
in risk premia is differences in *interest rate risk’. 
In particular, arguments have been made in rare 
cases that utfity bonds are riskier in the 1980s 
than they were earlier because of the significant 
increase in interest rate variability that occurred 
in the early 1980s (primarily caused by increased 
infiation rate In particular, whez 
%pita1 costs, ~ i ~ d  interest rates, increase, utility 
bondholders, who earlier ‘locked-in’ at lower in- 
ierest rates, miss out on those higher interest 
rates. Bondholders M&O experience this wili then 
’ Corresponhce to Depanmenr of Economics and Business, 
3ox 3180, Hendrix College, Conmy, AR 72032, USA, 

prospectively require an ’interest ratc risk’ pre- 
mium, and utility bond interest rates will be corre- 
spondingly greater. Furthermore, utiIiry bonds of 
differing overall risk may exhibit differing sensi- 
tiwties to that ’interest rate risk’. 

In contrast, the argument goes, utility common 
stock returns liatc some protection from that risk. 
If capital costs increase. utihties can request a rate 
increase to increase the aIlowed return. Conse- 
quently, utifity common shareholders can earn the 
higher capital costs, and do not necessarily re- 
quire an ‘interest rate risk’ premium.3 Thus, over 
time we would not necessarily expect to see utiIity 
bond yields and required equity returns move in 
one-to-one lockstep. Furthemiore, to the extent 
that thcre is some substitutability between utility 
common stocks and utility bonds as interest rate 
risk associated with bonds increases. investers 
may increase tbeir preferences for utility stocks. 
This shoufd tend to decrease required returns on 
utility common srnck. 

Berry (1995) performed an analysis of &e im- 
pact of interest rate (and capital cost) risk on 
interest rates and dividend yields, Those results 
indicate that interest rates are positive11 related to 
interest rate variability. but dividend yields are 
not affected by dividend yield variability. flow- 
etcr, &at study focused on dividend yi~lds ,  which 
are easy to measure. and did not eonsider re- 
quired equity returns which are much more 
difficult to measure, Furtheimoic, that study did 
not focus on risk premia, and the ~ ~ ~ a ~ ~ o n ~ ~ p  
besween bond yields and required returns on eq- 
uity. as does this paper. This paper utilizes TG- 
quired returns, as measured by ~ ~ ~ ~ ~ s s ~ @ ~ -  
allowed returns, in the risk p r ~ r n ~ u ~  analysis. 

CCC 0143- 6 ~ ~ 0 / 9 ~ ~ ~ ~ 0  127-09s 17.50 
Q I938 John Wiiey & Sons, Ltd. 
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Other studies have shown that there is an in- 
verse relationship between interest rates and risk 
prerr,ia in recent years, bat not in earlier years. 
Carleton et ul. (1953) found that there was no 
relationship between e l e d c  utility risk premia 
and interest rates during the 1970s. Brigham er al. 
(1 985) estimated a positive relationship between 
risk premia and interest rates for the 1966-79 
period and a negative relationship between the 
variables during the 1980-84 period. They at- 
tributed this to increased inflation risk and its 
effect 04 interest rates. SjrniIarly, Harris (1986) 
showed that there was a negarive relationship 
between utility risk premia and interest rates dur- 
ing the 1952-64 period, Harris and Marston 
(I  992) concluded that there was a negdtive rela- 
tionship between the S 6 P  500 risk premia and 
interest rates for the 1982-91 period. However, 
none of these studies used Commission-allowed 
returns in the caIculations of risk premia. 

This paper considers two Fdctors not previously 
considered in the literature. First, allowed returns 
are used as a proxy for required returns on equity, 
with appropriate consideration for partial adjust- 
ment. Second, explicir usage is made of measures 
of interest rate risk to gauge their impact on risk 
premia. Regression malyses is employed to esti- 
mate the effects of utility bond yields, interest rate 
variability, and time trends on required returns on 
equity and risk premia over the period 1982-93. 
In the second section, w e  present a simple regres- 
sion model, which tests for an inverse relationship 
between required returns on equity and interest 
rates. This model, while not very sophisticated, 
has the inherent advantage that it can be easily 
used to estimate risk premia. In the third section, 
we consider a more complex model which explic- 
itly considers V W ~ W  measures of interest rate 
v a r ~ a ~ ~ ~ ~ t y ,  as well as interest rate levels. 

However, there are two general problems with the 
impfernentation of a risk premium methodology: 

A common formulation of the risk premium is: 

K =  ITZ3 +RP (1 1 
where H is the required return on ~ o ~ ~ o ~  equity, 
YD is the utiGty’s current cost of ~ ~ ~ ~ - ~ e ~  debt 
(yield) and RP is the risk premium. Since 
directly measurable, and $ RP can be properly 
measured, IC can tben be directfy ~stirnated.~ 

1. The estimdtion of RP is often based an histor- 
ical earned returns, which may or may not he 
indicative of requfred returns; and 

2. The level of RP may not be constant through 
time. In particular, there may be an inverse 
relationship between interest rates and risk 
premia.’ 

To address the first problem wit use Cornmis- 
sion-alIowed returns as a reasonable surrogate for 
required returns, with a partiat adjustment fea- 
ture, as will be discussed later. Commissions and 
their staff spend a significant mount  of time in 
rate cases considering the determination of a utd- 
ity‘s appropriate return on equity. As discussed 
earlier, the primary method employed i s  the DCF 
method, which, when performed properly. esti- 
mates the required return on equity.6 Further- 
more, Commission-allowed returns may represent 
berter estimates of equity costs, than DCF meth- 
odf using analysts‘ forecasts, since Commissions 
comprehend a wide variety of cost of capitni 
methods. 

For iflustration we have arrayed risk premia by 
year in Table 1. For comparative purposes we 
also show the estimated risk premia using the 
long-term US Treasury bond yield. Note that 
there is a general upward trend in risk premia 
associated with Moody’s utility bond yields, 
which occurs daring a period of generally dccreas- 
ing interest rates. Furthermore, the estimated risk 
premia are less than those reported in Harris and 
Marston (1992). This can be attributed to two 
factors. First, utilities are generally less risky than 
the S&P 500 which were us@ in the Harris and 
Marston study, with c o r ~ s p o ~ d ~ n ~  lower re- 
quired returns. Second, C ~ m ~ ~ s s i o n - ~ l l o ~ e ~  re- 
turns may incorporate tower DCF growth rates 
than the analysts’ forecasts used by Harris and 
Marston. 

Finaliy, risk premia for Treasury bonds, shown 
in Table I ,  appear to be fairly stable, albeit with a 
slight upward drift over the $982-93 period. 
Moodl’s yields fell by much mcxe (777 basis 
points) over that period, than did Treasury yields 
f578 points). An e x p ~ a ~ a ~ o n  for this is provided 

erry (1995). As shown there, although there is 
a close one-to-one r e ~ ~ t ~ o ~ s h ~ ~  between 
utility bond yields and Treasury yields, interest 
rate risk had a significant impact on Moody‘s 

Q 1998 John W e y  & Sons, Ltd. ~ ~ ~ ~ g ~ .  Becis. Ecan. 9 127-333 (1998) 
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Table 1. Equity Risk Premia 
Year ( r )  US Trezsury Atiowed Return Equity Risk Premia Moody's Utility Equity Risk Premia 

Bond Yields on Equity ( 3 )  on Treasury Yields Bond Yields (5j on Moody's Yields 
!2) [(3)-(2)! (41 [(3)-(5)j (0) 
Y!4J ?,XI) W") pq (l)Ll) 

1982 f 2.23 
1983 10.84 
I984 1 t .Y? 
x 985 10.75 
1936 8.14 
1987 6.64 
I988 8.96 
19S9 8.58 
1990 E.74 
1991 5 16 
1992 7 52 
1993 6 45 

Change -5.78 
1982-93 

15.46 
15.18 
15.25 
14.38 
13.2 
1 I, 86 
12.82 
t 2.92 
12.63 
12.41 
11.84 
1 1.54 

- 3.92 + 

3.23 
4.34 
3.26 
3.63 
5.06 
4.21. 
3.84 
4.34 
3.89 
4 25 
4.32 
5.09 
i .86 

i S . U  
13.3 1 
14.03 
12.29 
9.46 
9.98 

10.45 
9.66 
9.76 
9.21 
8.57 
7.56 

-7.77 

(?. i 3 
1.67 
: .22 
2.09 
3.74 
2.88 
2.37 
3.26 
2.87 
3.2# 
3.27 
3.98 

+?.85 

Note: 1993 data are partial year. 

yields. The decrease in interest rate risk during the 
1980s, consequently. caused an incremental de- 
crease in Moody's yields, in excess of that corre- 

'sponding to the decrease in Treasury As 
will be discussed latcr, although thc risk premia 
associated with Treasury bonds appear to be 
fairly stable during the 1982-93 period, there are 
specific reasons for that, which will not necessarily 
be repeated in the future. 

In our regression analysis we use allowed re- 
turns and the corresponding bond yields for that 
utility's hloody's bond rating from 6 months ear- 
lier than the date of the Commission rate order.* 
This provides a better matching since the eviden- 
tiary record on the required return on equity is 
usually developed some months before the date of 
:he rate order. The data OD allowed returns was 
htained from various editions of PerfiIic iJtilities 
Fortnightly { 19S3-!23).9 The data on Moody's 
pond yieIds was obtained from variaus editions of 
Moody 5 Pub!ir L?iiiiry ~ ~ ~ ~ 7 7 ~ ~ 1  (1982-93). This 
jieldcd a total of 1226 rate case obsemations over 
.he period 1982-93. For each month we averaged 
he c r o s s ~ s e c ~ ~ o n ~  data to obtain 130 usable time 
;eries observations. I o  

Consistent with E ~ ~ a ~ j ~ ~  (1 j, let KT represent 
he required return on equity at: time I such that 

ky =; RP, 4- YD, (2) 

vhere RF, and YD, are the risk p r ~ ~ i u ~  and 
:wren1 cost of debt at time t ,  respectively. Tu 
iliow for a varying risk premium set 

3 1998 John Wiley & Sons, Ltd. 

Postulate a regulator adjustment function of 
the form: 

K, - K, - 1 (31 

where Kt is the allowed returii at time I and 3' is 
the adjustment factor. This equation implies an 
inertia on the part of regulators such that with a 
change in the required return on equity from the 
prior period's dlowed return on equity, K: - 
K, - I, the regulator only moves part way to a new 
allowed return. The greater the value of y ,  the 
grealer the degree of rcgulator adjustment.'' 

Substitutios of Equation (2) Into Equation (3)  
yields 

;;(KT - K, - I), 0 < :: < 1 

or 

K, = xi' + (1 4- /9)y YE), 4- (1 - yK$ - j ( 4 4  

For purposes here, we used the allowed return 
from 1 month earlier. 'Regulators are aware of 
recent & w e d  returns and will likely partially 
base their current allowed return awards on those 
recent historical afiowed returns, consistent with 
Equation (3).i2 We then ~ ~ o ~ e d  an o r ~ j ~ a ~ ~ r  
least squares regression of the allowed returns on 
the c ~ r ~ ~ s ~ o ~ $ i n g  boxld yields and lagged allowed 
returns. This resulted in the f ~ l ~ o w ~ n g  regression 
equation: 

h4unage. Decis, Econ. 1 9  127- 135 (199s) 
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k; = 0.@3337 $. 0.22301 Y D  + O.S6788k',- !, 
(6 1 1 )  (U 56) 

(Durbin-Watson = 2.41, R 2  = 0.905). (5) 

The f-stalistics are shown in parentheses, and 
indicate significance for both independent vari- 
ables at the 1% level. The implied vaiue of 7. the 
adjustment factor. i s  1 - 0.56788 = 0.43212. 

The implied risk premium equation. corre- 
sponding to Equation ffaj, is 

(6)  
Equation (6 )  indicates the presence of an inverse 
relationship between risk premia and interest 
rates. For every 100 basis point drop in interest 
rates. the risk premium increases by approxi- 
maiely 48 basis points and the cost of equity 
decreases by approximately 52 basis points. Con- 
versely, for cvcry 100 basis point increase in inter- 
est rates, the risk przmium decreases by 
approximately 48 basis points and the cost of 
equity increases by approximately 52 basis points. 

To the extent interest rate kariability is a major 
factor m the tevel or capital costs, we would 
expect to empirically observe this inverse refation- 
ship between risk premia and interest rates,l' That 
is, as interest rate variability increases. interest 
rate risk increases, interest rates increase, and risk 
premia fall since utility equity costs change very 
Iittle, or decrease, for the reasons mentioned in 
the introduction. The converse would be true in 
the case of a decrease in interest rate ~ariabiiity.'~ 

An alternarive formulation of Equation ( I )  is 

1 7  
where COV, is the yield on long-term US Trea- 
sury bonds and RP, i s  the corresponding risk 
premium. Performing a similar regression analysis 
with CUV instead of YLI produces: 

K, = 0.1981 f 0 . 1 6 ~ ~ ~ ~ ~ ~ ~ ,  + 0.73703K:- ,, 

RP, = 0.07722 - 0.43392 I'DI. 

K t  = RP, i GUY,. 

(3  74) (12 (54 

~ ~ u r b ~ n - ~ ' a t s o ~  = 2.56, R 2  = 0,889). (8) 

The R2 is statistically significant at the 1% level 
with both independent variables statistically 
s ~ g n ~ ~ ~ ~ ~ t .  

The ~ ~ p l j ~  risk premium equation. corre- 
sponding to Equation (?,a), is 

KT = 0.055'13 - 0 . ~ 9 ~ ~ 6 ~ ~ ~ ~ .  (9) 
This f o ~ ~ ~ a t j o n ,  too. indicates an inverse refa- 
tionship between risk premia, measured reiatise to 
Treasury bonds, and Treasury bond ydds.  In 

particular, nore that for a given 100 basis point 
increase in interest rates the risk premium de- 
creases by 39 basis points. The relative change in 
risk premia is not as great. which is attributable to 
lecs interest rate variability and interest rate risk 
associated with Treasury Over the 1952- 
93 period, while Treasury yields fell by 578 basis 
points, Moody's uriIity bond yields fell by 777 
basis points. 

PI factor that could directly and significantly a€- 
fect risk premia is investor-perceived variability in 
utility bo& yields, It is likely that historicd vari- 
ability in those bond yie!ds would impact investor 
perceptions of interest rate risk and increase 4 1 -  
ity bond yields. Furthennore, to the extent that 
there is some substitutability betwecn utility com- 
mon stocks and ufility bonds, as interest raie risk 
associated ' with bonds increases, investors may 
increase their preferences for utility stocks. This 
should tend to decreasG required returns 011 uti'iity 
common stoek.16 Borh of these effects will tend to 
reduce the risk premium when utility bond inter- 
est rate risk increases. 

Whilc some of that interest rate variability may 
be picked up in the data on interest rate ievels, 
those interest rate levels also reflect other factors. 
such as general tightness (or laxity) in capital 
market conditions, prevalence of call provisions. 
and differential tax wedges.'7 Thus, we performed 
a regression analysis that explicitly included a 
masure for interest rzte variability. An obvious 
measure is the standard deviation (S.D.) in inter- 
est rates in the immediate past. If our hypothesis 
is correct, an increase in the S.D. should decrease 
RP. 

We considered two difTerent historical rime- 
frames fox estimating the S.D.: 3 years and 5 
years fSD3 and S.05. respectively). For example. 
with the 3 year time frame, the S.D. at month n is 
caleulatcd using the 36 months prior to month m. 

ith the 5-year time frame, the prior 60 months 
were used. Each of these ~ e ~ s u r e s  was calcutated 
separateiy for bond yields for Moody's Aaa, An, 
A and Baa utility bonds and then averaged across 
bond rathgs to obtain the average SD3 and SLtS 
for each month. 
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Conslant 

f"D 
SD3 
RMSD3 
SDS 
RbfSDS 

t 

4.- I 

R 2  
Durbm-U'atson 
x 

0. io77 0.0% 1 
-U.OGO2** t-7.2Sj -Cf.O002** (-6.16) 
0.2564** (7.55) 0,2032** (5. $ 2 )  

-G.5087'* (-5.311 
-0. I695** (- 3.91 j 

0.1 302 (1 3 9 )  
0.9332"* 0.9270*+ 
2.06 2.08 

0.2!31* t'2.M) 

i 3G $30 

0.0790 
-O.OWI"* (-4.47) 

0.194:** (5.57) 

0.lODi 
---0.0002** (-6.09) 

0.1950** (5.89) 

-0,1307"' (-3.83) 
0.209S* (2.531 
0.9267*" 
2.07 

; 30 

Note ?-statistics in parentheses. * and** indicat:: significance at the 5%) and :% levels, respectivel) 

These are reasonable historkal time frames for 
purposes of estimating forward-looking investor 
expectations of interest rate risk. Of course, if 
there has been Iittle change in the% 5D.s during 
the sample period, then none of this matters. 
However, as discussed in Berry (1995) there has 
been significant volatility in bond yields. This has 
led to sharp increases in S.D.s in the early 1980s 
(almost tiiple the level in the 1970s), with some 
decrease in the latter 1980s. 

Another way of gauging this variability is :o 
considcr thc deviation of the immediatcly prcced- 
ing month's yield from the relevant prior months' 
yields. As in the case of S.D.s, 3- and 5-year lags 
were considered. For example, in the case of 3 
years. the formula used lo calculate the root mean 
square deviation (RMSD) in month rz is 

where IIDn-$ is the yield in the immediately 
preceding month and YD,, i = 1, . . . , n - 1, corre- 
ponds to  the yields in the prior months. An 
analogous formula for ~~~~ (R,%4SD5) was 
used for ;he case of 5 years. As in the cases for 
SI33 and SDS, different data series were calcu- 
lated for the four Moody's bond ratings and then 
averaged ~ G I Q S S  bond ratings. 

The ~~~~ may be an a p ~ r o p r ~ a ~ e  measure of 
the rjsk perceived by an investor since it measures 
the ~ o t e n t ~ ~ 1  interest rate swings (based on prior 
months' interest rates) relative to the ~ ~ ~ ~ ~ ~ a ~ e l ~  
preceding month's yieid. In contrast, the variable 
S.D. measures interest variability over a prior 
:me frame refative to the mean over that same 
: h e  frame. Thar mean does not n e ~ ~ s s a r ~ I y  equal 

a current yield, and hencz may underestimate 
investor perceptions with regard to potentid in- 
terest rate variability. Thus, usage of the RMSD 
asscrnes that, in month n, investors may look at 
month r i  - 1's yield relative to prior months' in- 
terest rates to gauge the full impact of any poten- 
tial interest rate swing. Note that, as discussed in 
Berry (1995) the trends in RMSD are similar to 
those of S.D.To comprehend for the possibility of 
a time trend in risk premia we included a monthly 
trend variable. t .  This type of variable was dis- 
cussed in Morin (19341, pp. 291-2921 and was 
statistically significant there. 

Our more complete formulation using SD3 is 
then: 

(1 1) 

IXla> 

K: = RP, t I'D, 

RP, = x 4- Pt f ii m, i- BSUJ,. 

where 

Assuming a regutator adjustment function as 
show in Equation (3) and s ~ b s t ~ t u ~ i ~ ~  Equations 
(11) and ( l la )  into Equation (3') produces OW 
regression equation: 

Kt = a.; - f i y t  + (5 + l ) y  YD, i- BySD3, 

i (1 - ?)E=, - 2 * w> 
Similar regression eqtiations were used for 
~~~~~3 and RMSDS, where cach of those vari- 
ables were used in place of 503, Our ~ ~ ~ o ~ h e ~ e s  
are that the c o e f ~ c ~ ~ ~ ~  associated with t will be 
negative (consistent with 
associated with I 
coefficient associated with SO3 (SDX ~~~~~~, 
RMSDS) wi11 be negative, as investors shift their 
relative preference to utility stock as interest rate 
risk on utility bonds increase. 

will be positive, an 

3 1998 John Wiley & Sons, Ltd. Manage. Decis. Econ. 19: 127-135 (1998) 
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Tabie 3. Implied Risk Premium Resafts, 
pendent Variable = RP 

Variabfe 

Table 5. ~ ~ p ~ ~ e d  Risk Premium ~ e ~ ~ ~ ~ s ~  De- 
pendent Variable = RP 

Varidbie 

Constant 0.1238 0.1247 0.1181 0.1267 
I -0.mz -0.m03 -0.0002 -0.0?103 
YD -0.7039 -0.7418 -0.7089 -0.7532 

R MSR.3 - 0.21 54 
SD5 -0.I917 
RiMSD.5 - O.IF.50 

SD3 -0.5849 

Constznl 0.1366 0. I390 0. I ?OR 0.130K 
I -0.0004 -- 0.0003 -0,0002 -O.@JO$ 
GO 1’ -07906 -0.8169 -G,7399 -0.8215 
SO3 -0.j357 
RMSD.3 -0 !S4S 
SDS 0.3045 
R Z S D 5  - 0.1655 

The dependent variable, K, was then regressed 
on the three independent YariabIes: time, yield 
and measures of variability in yieIds. Those four 
regression results are sbown in Table 2 

Note that the regression slope coescients are 
generally significant, although the coefficient for 
5135 was not. There is a statistically significant 
downward time trend, which is consistent with the 
rt‘suft in Morin. The effects of Y .  on K are 
positive and significant. Three of the four coeffi- 
cients associated with interest raEe risk, SD.3; 
R MSD3 and RMSDS are significant and cegative 
as was hypothesized. Firalty, note that ail of the 
dope coefficients associated with YD are signifi- 
cantiy less than one, which supports the hypothe- 
sis that as interest rates decrease risk premia 
increase. 

As can be seen in Tabie 2, the adjustment 
coefficients tire in the range 67-87%, which are 
higher than the adjustment coefficient of 43% 
from Eqrration (5). This can be explained by 
noting that Equation (5j does not include the 
other factors shown in Table 2 (in particular, 
interest rate variability). Consequently, the adjust- 
ment coefficient measurement in Equation (5) is 

clouded by the effccts of the other factors. It 
appears that regulators are not adjusting K to K c  
very much (oniy 434, simply because K is also 
reacting to other factors not captured in Equarion 
(5). Table 2 property captures those additional 
effects and isolates the larger adjjustmcnt coeffi- 
cient effect. 

The implied risk premium results, correspond- 
ing; to Equation (ila), are shown in Table 3. As 
can be seen there, the coefficient assaciatcd with 
I’D is between a ~ p r o x ~ ~ ~ t e l y  - 0.70 and - 0.75. 
This indicates that each increase in utility bond 
yields of 100 basis points produces a decrease in 
the. risk prerniun of 70 to 75 basis points. Tn- 
creascs in interest rates result in decreases in risk 
premia. Furthermore, the negative slope coeffi- 
cients associated with interest rate risk, imply 
smaller risk premia as hypothesized. The trend 
variable in Table 3 has a negative slope, which is 
consistent with resitlts reported in Moriri ( f994).Ig 

To some extent the variable YU may kclude 
both The effects of general tightness ur laxity in 
financial markets and interesr rate risk. In order 
to better focus on the two separate factors, it 
would be appropriate to replace VD with GQV in 

Constant 

GUY 
SD3 
RMSD3 
SDS 
RA4SD.5 
K,- 1 

R’ 
Durbin- Watson 
N 

f 
0.0781 

O.t 197** 12.99) 
-O.o002** (-4.85) 

-0.19!9 (-1.851 

0.42$3** f5.30f 
0,9w2** 
2.18 

i 30 

0.0818 0.0639 

0.1078** (1.661 0.1376’* (3.18) 
-Q.0002** (-5.10) -O.OOOIf* ( - 3.21) 

-0.1058’ (-2.21j 
0,0553 (0.54) 

0.41 13** (5.04) 0.4709** (6.01) 

0.9102** 0.9069** 
2.17 2.24 

130 130 

0.OE7.t 
- O.#o?** (- 5,Wj 

0.1 log** (2.80) 

-0.1027** 1-2.71) 
0.3794‘* j4SS) 
0.91 19** 
2.1; 

I30 

liote: r-sratistks are in parentheses. * and ** indicate signiiicance a? the 5% and ?%I levels, respx?ivdy. 

C 1998 John Wiiey & Sons, Lid. ~ f f ~ ~ ~ ~ .  Detis. Eron. 19: 127-135 (1998) 
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Equations (1 I f  and ( I  la), since GOV will more 
directly reflect changes in the supply 2nd demand 
for loan funds. without the effect of utility bonds’ 
interest rate risk. The corresponding eqrrations 
with SD3 are: 

KT = RP, + COV, 

These Equations focus on the relationship be- 
:ween utility stocks and governmezt bonds A s -  
;ming  an adjustment mechanism as shown in 
Equation (3) a repression equation analogous to 
Equation (12) can be developed. Those regression 
-esutts arc shobn in Table 4 and are similar to 
.hose from Table 2. However, note that the slope 
:oefFrcients associated with GOV are smaller than 
hose associated wirh YD in Table 2. This is 
:onsistent with the results in Berry (1 995) wherein 
t was shown that GOV had a Iarger effect 
&lily bond yields than on utiIity common stock 
livrdend yields. Given an imperfect, although 
msitive, reiatlonship between Treasury bonds and 
itiIity bonds, and an imperfect relationship be- 
ween utilitj bonds and utilitj stocks, 11 naturally 
‘olfows that there would be an even more impcr- 
‘ect relationship between Treasur! bonds and util- 
ty stocks This n~eitns that there is more 
;ubstitutability between utility common stocks 
tnd uttil~t> bonds than between utilitp stocks and 
-3 Treasury bonds. A further point to note from 
fable 4 is that the stope coefficients associated 
cith S.D. are statisrically insignificant, while those 
tssaciated with RMSD are significant. 

The implied risk premium results, correspond- 
ng to Equation (1%) are shown in Table 5. As 
:an be seen there, the c o e f ~ ~ i e ~ t  associated with 
WP‘ is between approximately - 0.74 and 
-0 82 less than thosc associated with YD in 
fable 3. This is consistent with rhe point raised 
hove concerning relative s u b ~ t ~ t ~ ~ a b i i i ~ ~  berwem 
>Socks and bonds. An increase in Treasury yields 
)f 100 basis points produces an increase of 18-26 
,asis points in the cost of equity, and a corre- 
ponding decrease in the risk premiun of 74-82 
,asis points. In sharp contrast to the reported 
esults in Table 1, controlling for other factors, 
isk premia relatjve to Treasury yieids are not 
iecessarify stabfe, but change 8s Treasury yields 
hange. Increases in Treasury yields res 
:reass in risk premia, and those decreases are 
;rester than those associated with similar in- 

2 1998 John WiIey & Sons, Ltd. 

creases ir! utility bond yields. Furthermore, the 
negative slope coefficients associated \%jtii utility 
bond interest rare risk, imply smaIIer risk premia 
as hypothesized. The trend variable in Table 5 has 
a negative slope, which is consistent with results 
reported in Morin (19343, as wet1 as in Table 3. 

This paper examined, through regression analysis, 
the possibifity that there is an inverse relationship 
between risk premia and both interest rates and 
interest rate risk in the utility industry. We 
demonstrated that tbat is the case over the 1982- 
93 time period. Furthermore, it was shown that 
there is a statistically significan: basis for asserting 
that risk premia increase as interest rates decrease. 
Our anaiysis also indicated that there was a 
downward time irelid in risk premia in that pc- 
rjod. All of these phenomena occurred wirh either 
utility boiid yields or long-term C‘S Treasury 
bond yields. However, for an equivaient increase 
in either utility bond yields or Treasury yields. 
required equity returns increase by a slightly 
greater amount with regard to utility bond yields. 

It was also shown that regulators may exhibit 
an inertia in their sefti~tg of allowed retunis, such 
that they move partially to the new required 
return, in the event capital conditions warrant a 
change. The degree of movement is in the range o f  
5O-8O0/0 relative to the prior month‘s allowed 
return. 

There are se~eral  policy implications from the 
above analysis. First, when regufators use the risk 
premium method fox setting the ailowed return on 
equity, they should consider the degree of recent 
interest rate v a i i a b ~ ~ ~ ~ y  and consequent interest 
rate risk, in comparing utility common stocks and 
utifity bonds. The app~Qp~iate  risk premruni will 
be narrower the greater the interest rate risk. As 
demonstrated here, the better measure of interest 
rate risk is RMSD, not S.D. Second, objeetite 
regulators who attempt to utilize the risk pre- 
mium method shouid implicitly compensate for 
the indicated regulator inertia. For example. Gal- 
cuiate the risk premium using A’*, rather than K. 
Third, while Table 1 impIies that risk premia 
relative to Treasury bonds are more stable, that is 
not the case when c o ~ s ~ d e r ~ t i o n  is made for other 
factors. as shown in Tables 4 and 5.  There i s  not 
necessarily any gain in precision in using a risk 
premium method based on Treasury bonds. 

Manage. Decis. Econ. ‘d 
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Fourth, if the US enters a periad of relative 
stability in interest rates, we are Iikely to see 
utility risk premia increase, a phenomenon utility 
executivcs nor regulators have any degree of con- 
trol over. This widening wil! not o m r  because of 
increases in required equity returns, but because 
a i  reiativety fower interest rates and Jess interest 
raxe risk. 

NOTES 

1. See Bonbright el a!., 1988 (pi, 317-28) Cor a 
discussion of these methods. 

2. Gordon and HaIpern (1976) show that an increase 
in variable and uncertain inflation will theoretically 
darease the spread between bonr! and shale yidds. 
This acts through the Fisher effec! and the resultant 
increase in interest rate uncertainty. Exan?p!es of 
rare cases where this argument has been made ale  
Arkansas Pubiic Service Commission ( I  987), 
Docket So. 87-07rJ-L, Federal Energy Regulator?, 
Commission (!986), Docket Nos. EL%-58-000 and 
EL%-59-000. Hawaii Public Utility Commission, 
Docket No 4156. Kentucky Public Service Com- 
mwoa .  Case KO. 8M5, and Pennsylvania Public 
Utility Commission, Docket R-811SIO. 

3. These points are noxed in Br:gham er ai. (1985) and 
Taylor and Peake (1982). 

4 

< - .  

6. 

7 .  

8. 

S& Ibbotson Assocmres (1P93). Carleton er a! 
(19831, Brigliarn el  at. (1985) and flarns rl986) for 
a discussion of risk premia. 
See Brennan (1983, Bng3am et ai. (1985) and 
Harris (1986). Other sources are Hams and 
Marston (1992f, Cordon and HaIpern (1976) and 
Federal Energy Regulator) Comm:ssion StafT 
(1992,. 
This approach was also taken in the Federai En- 
e r g  Regulator) Commission (I 992) Staff study. 
During the same penod, any interest rare risk asso- 
ciated with Treasurg bonds was not as large. nor 
did it exhibit as kxge a decyease. 
Given the rate case process (testimony, hearing, 
order writing) a 6 month lag 1s reasonable. Hou- 
ever, if the 6 month period is either too long or 
short, the analysis here would only result m a 
mis-estimate of the intercept term, nor the slope 
coefkients. For example. in a period of increasing 
inceresr rates(non-accelerating~, if the appropriate 
lag should have been only 3 months. the 6 month 
fag will result in an over-estimate of the mtcrcept 
tenr,. but no mis-estimate of the dope terms. With 
a non-deceleratmg decrease in interest rates, the 
intercept term wili be under-estimated, with no 
mis-estimated slope terms The fmus of this paper 
i s  on the slope terms. Fcrthermore, regression 
analyses was also performed using fa) bond yields 
i;ontcrnpuoraneous wirfi the date of the aIloRed re- 
:urn and (bl bond yields from 12 months earlier. in  
both those cases, the ~ ~ r b i n - ~ a t s o ~  srztistrcs 

C 1995 John Wile5 6r Sons, Ltd. 

were worse and the corresponding R2 were tess 
than with the 6 rnonih lag. Additionally, the slope 
coefficients for the YD and GOY variables were not 
as Izrge. nor as significant as in the 6 month lag 
case. Consequently, the 6 month lag scenario was 
utilized here. 

9. For the cfcctric and gas rate cases the dstz was 
from Pubfir W t i M r s  Fortniphdy’s ‘Annual Surveys’, 
while the telecommunications data was from Pub& 
Utilities Fartrrighrfy ‘s ‘Selected Utili5 Rate Filings’. 

IO. The data was aggregated into monthly data far 
three reasons. First. Durbin-Watson statis:ics can 
then be sensibly caicuiated. Second, this approach 
is consistent with prior studies. Third, this aggrega- 
tioE facilitates the partia! adjustment feature. There 
were months when there were no reported allowed 
returns, which decreased our total sample size. 

11.  See j.ohnston, I972 (pp. 300-35f), for discussion of 
this technique. 

12. This approach implicitly assumes that regulators 
fucus on allowed returns in other jurisdictions in 
the prior month. ‘This is reasonable for two rea- 
sons. First, there is a certain arnount of 'peer 
pressure’ amongst regulators wherein they generally 
do mot want their own jurisdiction’s aflowed re- 
turns to be out of iine with other jurisdictions, 
unless justified by general financial and economjc 
circumstsnces (such as changes in interest ratssj. 
Second, the izst allowed rate of re txn  for a partic- 
ular utility may be anyvhere from 6 months to 3 
years earlier. Modelling those differing periods 
adds unaecessary complexky to the anzlysis, in 
light of the first point raised. 

13. See Berry (1995) for an empirical investigation of 
the impact of interest rate variability OD the level of 
interesr rates. 

14. Other explanations for an inverse relationship be- 
tween interest rates and risk premia have to do with 
cat1 pravisions and tax rates. In a high interest rate 
environment firms will iiidude more call provisions 
in new bond issues> For which bond investors re- 
quire even higher interest rate compznsation. Addi- 
tionally. with increasing interest rates. the TBX 
wedge applied 10 interest or, bonds grows reiative 
to that on common stock due to  the favorzble tax 
treatment on the capital gains component of stock 
returns. 

15. It could also be attributable ta increased utility 
credit risk during that period. 

16. This effect can be readily observed in the DCF 
method where K is calculated as D !P + g, D is the 
expcccted dividend, F is the stock’s market price, 
and g is the investor-expected long-term grewth 
rate in dividcnds. As P izcreases because of in- 
vestors’ relative preference for utility stocks, K wili 
decrease, 

erry (19SS), the impact of the tight- 
ness of capital markets has differential effects on 
interest rates and common stock dividend yields. 

i8. This negative slope coefficient associated with the 
time variabie also provides an explmation as to 
why the positive interest rate slope coefficients are 
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snialler in Table 3 than that reflected in Equatien 
(2). Throughout the 1982-93 period, interest rates 
were generally decreasing, which according to the 
results in Tzbfe 3, wilI lead to decreases in required 
equiry returns. However, during that same period 
th:: trend vari;ibk f was increasing. Tnis increasing 
?rend variable inpiies an additicna! source for 
decreases in required equity returns ovei that lime 
period. Since Equation (2) dots nor expkitiy 
separate out the trend vmable, thc o\erall effect 
in Equation (2) includes both of these effects, 
which will niiike the Equation (2 ,  dope coefficient 
larger. 
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Exhibit SKB-8 

ARTIF!CfAL INCREASE IN TEP-PROPOSED COST OF E Q U l N  CAUSED 5Y 
TEP-PROPOSE D HYPOTHETICAL CAPITAL STRUCTURE 

TEP Proposed Capital Structure 

TEP-Proposed Pre-Tax Cost of Capital 10.9896 

TEP Actual Capital Structure 
(December 31,2011) 

Co m DO n en t 
Common Equity 
Long-term Debt 
Short-Term Debt 

1.655 

Weighted Cost of Long-term Debt 
Weighted Cost of Short-Term Cebt  

2.90% 
0.0104 

P re-Tax 
Weighted Cost 
j l ]X [2 ]X [3 ]  

'7.74% 
2.90% 
O.GI% 

Weighted Cost of Debt 2.93.% 

TEP-Proposed Pre-Tax Weighted Cost of Equity (10.98% - 2.91%/0) 
TEP-Proposed Pre-Tax Cost of Equity (8.07?60/43.5%) 
TEP-Proposed After-Tax Cost of Equity f18.55%X (1-.39571)f 

8.07% 
18.56% 
11.22% 

rwes: Cost o f  Equity is t ha t  proposed by TEP. 
Composite tax  rate is 39,5724 
Tax factor is l/{l-.39571) = 1.655 
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Dtrmestic Commentary Consensus forecasts of US. econoniic 
growth this quarter and next increased during the past monlh hut 
expectations for grouTh over the remainder of the forecast horizon 
were iittle changed. Most pmeljsts continuc to mticipate modest but 
graduaIiy improving growth over the forecas: horizon but acknowl- 
edge the existence of downside risks given :he deterioraiing si:ua?ion 
in Curope, signs of slowing activity in Asia and the potcniiai for 
greater-tfr~-anliciFatcd fiscal retrenchment in the U.S. 
Based on our November 22"d-Z3'd survey, the consensus now predicts 
real GDP growth of 2..??4 (saar) in the current quarter, 0.7 of a per- 
centage point greater than estimand a month sgo. Thaf compares 
with downwardIy revised growth o€ 2.0% in Q3, according to the 
govcrmncnt's second estimate. The dovmvard revision stemmed 
fmm lower than initially reported business inventories. Indeed, in- 
venrories are now reported to haw contracted by 58.5 billion versus 
an ini:ial!y revorled $5.4 biliion increme. Ertimared Q3 growth in 
real final sales (GDP minus Inventories! remained at 3.6%. Modest 
downward revisions in personal consumption and 5xed business ' 
investment were offset by a narrower net export deficit. Real gov- 
ernment spending and investment was downwnrdly revised to sl~otv a 
0.1% contraction. That maxked the fi7urih consecutive quarterfy de- 
cline, the first such occumence since the bzginruing of the Vietnam 
War wind-down in 1972. "4 contraction this quarter would mark the 
first five-yuaner string of declines since zhe end of the Korean War. 
Discouragingly, real disposahhle personal income i s  now reported to 
have contncted 2.194 in Q3. Moreever, based on revised estimates of 
wages and slz'taries, persona{ taxes. and c.ontrtri'hu:ions to government 
social imurance for April ihrough Junel the government revised its 
QZ estimate of real DPI from ai increase of 0.69'0 to a contraexion of  
0.5%. As a consequence, real gross dorncslic income fCDI), arguably 
a better indicalor of an econamy's healrh than GDP, rostjust 0.296 in 
QZ and 0.494 in 03. 
GDP grouch in the current quarter is likely to be supported hy rea1 
PCE growth on pm with that in Q3 but much slower growh in busi- 
nsss spending on equipincn~ and smctures. Purchases of consumer 
goods, aided by better vehicle sales, will likely be stnnger in QrE 
than in Q3. Howwx, consumer spending on services is likely be 
slower given t h a  such spending in Q3 was the fastest seen in some 
years. While the level of real PCE in September was comfortably 
above its QZ average, suggesting soiid momentum going into Q4, the 
0, I %  gain in October was a disapminnnent, cnusing some analysts to 
pare their estimates of growh during the final quarter of the year. 
h d y s t s '  estknaes of businea investment in Q4 have come down. 
October core cspital goods orders, a leading indicator of capital 
spending, fell i.8%, the biggest monthly drop since January. More- 
over, core capital goods shipments, an input into GDP, contracted 
1.1% after failing f .O% in September. That marked the first back-to- 
hack monthly declines since January and Fehruant of this year. 
A rebound in business inventories will likely he the biggest contribu- 
tor to GDP in curreat quarts: but some of the increase may turn out 
to be unintended. A further narrowing of the oade deficit also should 
add to GRP in 44. However, real find sales during the quarter 
should fall well short of die 3,6% advance registered lmt quarter. 
Looking beyond the current yuwer, t5e consensus predicts real GDP 
wjli grow 2.0?4 in QI 2Q12, 0.3 of a point brtronger than forccas: last 
month. Growrh of 2.14% arid 2.4% is forzcc?sl for Q2 and 43 oE next 
year, unchanged from a month earlier. The consensus forecast of real 
GDP growth ia the final quarter of aext year rose 0.1 of'a percentage 
poinx this month to 2.7% but the forecast of groM<h in QI 2013 
slipped by 0.2 a f a  point ro 2.596. 
Criricel to the outiook for growth in the first .half of next yez is 
akt i ier  Congress approves an extension of this year's two p- -r c ent- 

age point reduction in workers' payroll taxcs and/or the iong-term 
unemployment benefits program, both of which expire at the end of 
December. The recent failure by &e so-called "Super committee" to 
cone up with a $1.5 trillion long-term debt reduction plan, likely 
reduced the odds that these programs will he ex?ended. Nonethelessl 
most analysts' estimates of economic growth nest year stili assume 
that Congiess will act in the n e d  couple of weeks to nl least extend 
the payroll tax ho!iday. Absent such action, growth in DPI md PCE 
next yew is iikdy to Tall well short of current consensus assumptions. 

In the longer-run, the failure of the Super Commi%cc to strikc a deal 
triggcre: automatic discretionary and defense cuts of $1.2 trilIIon over 
9 years, beginning in Janrtary 2013. White some politicians are ab 
ready devising ways to circllrnvent the cui$, the Presidetzt and lcsders 
of the House and Senate have so far signaied llieir interxtion to stick 
to ths original deaf. Each are likely posturing given it is an electiort 
year! hut further fiscal restraint in 201 3 seems highly likely. 
As expected, the Federal Open Market Committee lefr policy un- 
changed at its Novembcr TS'-2"' mzeiing but lei3 rhe door ajar to fur- 
thsr stimulus given zn unemployment rate llial renialned "elevated," 
and "si&kxint downside risks to the economic outlook, includiag 
strains in global financial marite@." The unchanged poiicy stance 
comes in the wake of the Fed's conditional promise in August to 
leave its federal funds rate target at O?%-0.250/0 until at leas$ mid-201 3 
and the announcement in September of plans io set1 $400 billion of 
shorter duration assets on its balance sheet, replacing them with an 
equal amount of longer maturi@ Treasuiy notes hy .next June. 
Minutes o i  the Novenrber meeting did rewal further discussions on 
ways to improse Fed communication of  its policy intentions. Among 
the options discussed was wdidonaf guidance on policy based upon 
"numericai thresholds" for inflation and unemployment. Also dis- 
cussed was the idea of targeting nomina! GDP as an intemediatc 
policy ob.jective, but this idea did not seem io gamer much support. 
While no decisions were made in November on a revamped commu- 
nications strategy we may see something come out of the FOMC's 
December lYh meeting. 
Some influentid FOMC members continue to talk up the possihiiiry 
of additional quantitative easing (most likely purchases o f  mortgage- 
backed securitiesj, but a near-term move in that direction seem 
unlikeiy unless the ccnnornf is shocked by events in Europe or fail- 
ure to extend tht:e payroll tax holiday. Rzppid detcrioration ofthe situa- 
tion in Europe that esoIved into a globa! credit cnrnch atso would 
likely prompt the Fed to izactivate some of the iiquidity enhancing 
mechanisms successfully- employed during the second haif of ZOO8 
and frrst hdfoi-2009. 

Aiong fnose lines, the Fed recently hunched i t s  third round of bank 
.Stress tests, forcing the 1arg.es: instit.litio!is tn gauge whether fhey 
could wit5slanind. a sfiarp deeteriorztioa in the GCOEOmy charzcterized 
by plunging equity markets, a sharp widening of credit spreads and a 
significant jump in the ureinplayment rat=. The results will 
determine whether regulators will albw the banks lo boost dividends 
and/or -moi;nce share buy-backs in die coming ye?. Banks are 
required to sibrnit their plans 10 the Fed by January Y'. Full results 
or" the tests will be released in March. 
Consensus FeFecflst The FOMC is ex:xpected by the const71~sus to 
leave its fed funds target unchanged untif mid-201 3. Addifonal 
quatititative casing by the Fcd is  asstlrncd by about h d f  ofour panel- 
ists. The economy i s  expected to grow modestly over the forecast 
horizon but downside risks remain considerable. Isflation i s  expectcd 
to ease in 201 2 (see page 21. 

Special Questions On p q e  14 are results o f  our hvice-year!y long- 
rang; survey results with forecasts for the years 2Oi3 throush 201 7 
and avcragcs for thc 5-yeu pcriods 2013-2017 and 2018-2322. 



Consensus Forecasts Of U.S. Interest Rates And Key A 
----_l-_-l__"l____"_------------- &lory ______________L___________I_ 

-------Avemge For Wc& Ending------ ----Avcmgc For Month-- 

Federal Funds Rate 0.0s 0.08 0.08 0.08 0.07 0.08 0.10 
Prime Rate 3.25 3.25 3.25 5.25 3.25 3.25 3.25 
IIROR, 3-mo. 0.51 0.47 0.45 0.43 0.41 0.35 0.79 
ConnnerciitlPaper. I-mo. 0.10 0.10 0.Ii 0.11 0.09 0.08 0.11 

Treasury biil, 6-mct. 0.05 0.04 0.04 0.04 0.05 0.04 0.06 

Treasury note, 2 yr. 0.27 0.26 0.25 0.25 0.28 0.21 0.23 
Treasury note. 5 y. 0.91 0.90 0.90 0.91 1.06 0.90 1.02 
Treasury note, 10 yr. 1.95 2.02 2.05 2.07 2.15 1.Y8 2.30 

Corporstk Aaa h o d  3.85 3.89 3.58 3.84 3.9X 4.09 4.37 
Corporate Baa bond 5.13 5.16 5.12 5.11 5.37 5.27 5.36 
State 6r Local bonds 4.07 4.09 3.02 4.02 4.13 4.01 4.02 

Interest Rates Nov.25 - -__I_ Nov.18 Nov.11 Nov.Q Q& h & 

Treasury bill, 3-mo. 0.02 0.01 0.01 Q.O~ 0.02 m i  0.02 

Treasuy b215 f yr. 0.11- 0.11 0.10 0.12 0.11 0.10 0.11 

Treasury note, 30 yr. 2.93 3.04 3.08 3.07 3.13 3.18 3.65 

I k m c  rnortgee rate 3.98 4.00 3.99 4.00 1.07 4.11 4.27 

4Q I Q  2Q 3 4  4Q 1 4  2 9  
__"-_.""*----t-_.---______________I__ 

Kev A s s u m a s  - 2009 --_ 2010 - 2010 .-- 2010 - 2010 - 21111 - 2011 2fiil 2011 2012 21)12 7,012 2012 2013 
Major Currency Index 72.8 74.8 77.6 75.9 73.0 71.9 69.6 69.9 I 71.8 72.1 72.3 72.8 72.0 72.2 

2.7 2.0 2.1 2.4 2.7 2.6 
1.8 1.9 1.9 2.0 2.0 2.1 

Real GDP 3.8 3.Y 3.8 2.5 2.3 0.4 I .3 
GDP Price Index 1.1 1.5 1.5 1.4 1.9 2.5 2.5 

...- 

Consuincr Price lndex 2.7 1.3 -0.5 1.4 2.6 5.2 4.1 3.1 I 1.8 2.1 2.1 2.3 2.2 2.3 I 
Forecasts for intcrest rates arid !he Federal Resene's Maior Cmc:icy Index remsent averagcz for the quani-r. Forecasts for Kea! FDP. GDP Pricc index and Const-mer P ~ G c  

ius!ed annual raw of change (srar). Individual pan4 me:nbcn' fortcasts are on pages 4 rluougi: S. Historical data for interest ra:es except LIBOR is from 
e (FRSR) H.15. I.IBC)R quotes available fi-om Thi. W'd/ ,Weer .iournol. Interest m e  definitions are tile same as hose in FRSR R.15. Treasury yie:dr art 

reported on 3 constam ina!urity basis. Historical data fo: thc Fed's Major Currency Index is from FRSR K.IO end G.5. Ifistorical data for Real GDP and GDP Chained Price Index 
are from ths Bureau ofEcnnomic Analysis ( E A ) .  Consumer Price index (CP!) history is from hi. bepartment of tabor's Auieau of Lailor Statistics (fits). 

LIS. Treasury Yield Curve 
Week e n a e d  November 25th. 201 1 and Year Ago vs. 
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TJ.S. 
Japan 
U.K 
Svoitzcrkmd 
Canada 
Australia 
EuroLone 

US. 
Gmnang 
Japan 
LJK. 
France 
Italy 
Switzerland 
Canada 
Australia 
Spain 

US. 
Japan 
U.R. 
Sw%;.erland 
Canada 
Australis 
Euro 

Japan 
U.K. 
Switzerland 
Canada 
Australia 
Eurozone 

Latest: Ago: Ago: 

Latest: .r)go:--Ago: j 3 6 12 
0.71 0.55 0.65 0.44 0.39 a.39 

3 6 12 i 

0.40 5.21 0.33 
1.1s 1.02 0.?5 
0.23 0.20 0.50 
1.30 1.69 1.62 
4.70 4.95 1.96 
$3 1.76 1.15 0.82 

2.25 2.06 
1.04 1.02 
2.51 2.51 5.36 

7.37 5.96 4.41 

6 f2 
72.289 ?0.876 73.185 1 72.5 71.8 71.0 
76.930 76.100 83.490 
1.5783 1.5945 1.5961 
0.4159 0.8852 0.9979 
I .OX60 1.0090 1.0226 
i ,0036 1.0330 0.9846 
1,3521 1.3873 1.3654 

Consensns 
3-Month Rates 

VY. 1 
Now 
-0.3 1 
0.34 
-0.48 
0.54 
3.99 
0.84 

77.7 77.1 79.5 
1.57 1.59 1.64 
0.92 0.92 0.92 

1.00 1.61 1.04 
1.33 1.34 1.37 

r.nr 0.99 a.97 

StvitzerIand 
Canada 
Australia 
Spain 

Consensns 
$@-Year Gov’t 

Yields 
NO% 
0.28 
-o.93 
0.54 
1.72 
5.40 
-1 ‘07 
0.14 
1.93 
4.74 

. US. Yie 
in 12 Mo. 

-0.36 
-3 A? 
0.10 
1.67 
3.66 
-1.37 
0.38 
238 
3.83 

international Commentary Tie Eurozone’s debt crisis intensified 
sharply over the past month as global money mangers dumped hold- 
ings of European government and bank debt. Especially rroubling was 
the rapid spread of the crisis from peripheqv members to the Zone’s 
core. The selling pushed IO-year government nole yields in Itaiy to 
well in cxcess of 7% and yield curves are now inverted in Iraly, Ire- 
land, Greece end Portugal - B historically aceurcte iixbinger uf reces- 
sion, Mzmwhile, French, Dutch, Austrian azd German goccniment 
yi&ids hdvc turncd skyward, the larter in part because of a failed auc- 
tion ha: forced the Bundesbank. to step in and buy bunds. Wholesale 
bank lending for Europe is effectively drying up as fims fret about 
counter-party risks, forcing increasing numbers o f  institutions to rely 
on the ECB for their day-to-day hnding requirements. OminousLy, the 
forced seiling o f  debt and surging, borrowing costs in Europe are in- 
creasingly reminiscent ofthe months ieading up to the financial crisis 
in the fall of 2008 and are prompting some minalysts to openly speco- 
1~1~8 about ao inevjrnble break-up of the Euruzonz. 

Despite the intenrifjkg crisis, Germany so tkr remains opposed to 
issuance of Eurobonds backed by ail member states or massive pur- 
chases of sovereign d&t by the Europcm Central Bank until real fis- 
cnl union i s  achieved by w y  of treaty changes that impose strict 
budgetary mles on member states and automatic sanctions if those 
rules are broken. Hopes that thc upconiiag Decmbsr gth European 
Summit niighr produce definitjw solutions lo the crisis are k&irg. So, 
too, haw hopes that thr: European Financial Stability Fund rnigh: at 
!east buy time for needed reforms since ii is not yet operational, is 
uniiksty to be sufficiennlty ieveraged to do much good; and might itself 
have difficulty issuing debt. While the Inremaiional Monctav Fund 
recently announced a new rapid-fire credit fine aimed at “breaking the 
chains of con:ngion,“ and is minored i o  have readied R massive loan to 
finance Italy over the next I2  to I8 monrhs while it impfenients 
budget cuts and growth-boostifig reforms. the I.;.S. and other IMF 
ntemhers are ixnljkcfy to pozy up the vast sums of nioncy acrually 
n2zdccI to solve what is seen as Europe’s problem. 

In the short run. th:: ECB is likely to continue its purchases of sover- 
eign debt in iiniited amounts, ~oollnw-up i t s  Xmernbcr 31d cut in inter- 
est rates with another 25 basis point reduction in the re3 rate on De- 
cember 8”, and possibly announce an extended !iquidip operation for 
banks in conjunctkn with a broadening of eJigihle cofiaterzl. While 
real GDP in the Eurozone mmnaged to increase 0-9% (saw) in 43, the 
currency zonz likely lapsed into recession beginning this quarter, eas- 
ing EGB policymaker’s inflationary conmrm and iikcly paving the 
way for fuitber interest rate cuts during the firsr halfof2012. 
At its November meeting, the Bank ofEngland left the repo rate at its 
histoiic low of 0.5% and the size of its quantitative easing progranx at 
GBP 75 billion. Minutes from ihe meeting werz less dovish than ex- 
pected by some analysts but a fi.irr11er expansion of thc BoE‘s QE 
program is iiieiy early next year if the Eurozone‘s debt crisis contin- 
ues to intensifl, U.K. GDP ends up contracting in the curren: quarter, 
and inflation continues m slide froin its September peak 2s the inilu- 
ence of the teniporary factors reccdes and downward pressure from 
unemployment and spare capaciiy persists. 
The Resenre &ink o f  Austxdlalia cut its cash rhte 25 basis points to 
4.5% on Xoovemhr I”. Minutes revealed that “materid chznnges” to 
the iitflzlion outlook, combined with downside risks to the globzf 
econozy, prompted the RBA‘s shift to a more ncurral policy setting. 

The Rank of Canada policy shi&ed to ncutsai in tacz Oaoher by a h -  
d @ i h g  mCllTion of fhc poien6d need for rmtovd of p o k y  stimulus 
and by downgrading its eanomic growth mil iiifl8Gon outin&. Given 
the uncertah otiliook for global growth, BoC policy is iike!y to re- 
main on hoid for rhe foreseeable future with its ouerxiphr policy ratr: 
stuck at I .ft% (3.e pugs  iO-flj&r i ~ ~ i ~ - ~ ~ ~ ~ a l ~ G ~ ~ , l i n l ? l i s t s  ‘j6recmi$. 
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c1.3d 3.3 0.5 O 2 H  0.1 0.3 5.2 0.3 1 0  2.1 3.2 4.2 5.4W 3.6 4.0 
0.33 3.3 C.3 0.1i 0 . O L  0.1 5.2 D.3 1 0  2.0 3.3 4 0  5 5  M 4.1) 
0.3 H 3.9 na sa 0.C L na na 0.3 7.0 1.8 L 2.9 L M na M na 
0.2 3.3 c.4 0.1 L 0.t L o 1 0.2 0.3 I c 2.2 3 I 5.0 5.3 4.0 4.0 
0.2 3.3 na na 0.C L na na nz nii 2 1 3.2 4.0 RE n% 4.1 
0.2 3.3 c.5 & t i  0.OL 0.1 0.1L 0.3 I '  2.2 3.2 4.1 5.4H 4.9 4.1 

0 . 1 ~  3.3 c.5 0 . 2 ~  o . n L  n r   ti^ 0.s IO 2 1  3.1 3.9 5.2 nd 4.1 
9.2 3.3 0.5 8.1: 0.CL 0.5 0.1L 0.2 1.0 2.1 3.1 4.0 5.3 4.: 4.0 

0.3L 3.3 C.4 C . 1 L  O O L  0.1 2.1: 0.3 0 . B L  2.1 30 19 5.2 4.; 9.1 
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0 . l L  3.3 0 4  0.1i 0 . C t  C . C L  0 1 1  0 . 2 L  C . 9 L  1.9 

C . I L  3.3 0.5 0 . l L  0.1 0 . 1 L  0.2 0.3 7 1  2.1 
0 . 1 L  3.3L 0.4 0.3Y 0.CL O I L  C.3 0.8 1 8  3.2H 

0.1; 2 3  0.6 0.2 0.1 G ~ L  07 O L  1.2 2.2 

3.3 4.2 6.5 *a 
3.2 ni na ns 
2.3 4.4 4.8 5.0 ri 
2.2 4.2 5.5 C.C 

3.8 4.5 5.6 na 
3.1: 4.2 na na 
3.4 4.C 5.0 4.4 
3.2 4 1 5.5 4.1 
3.1 8.9 5.1 4.0 

5.0 3.8 5.1 2.1 

3.2 4.0 5.4 G.2 
3.1 4 1  5 5  na 
3.2 na na na 
3.6 4.1 n; nn 
na na na na 

3.6 ne na na 
3 5  na na na 
3 3  4 1 5 0  3.5 
S A  4.2 S G  25 
40 4.5 5.5 4.3 
5 7  4 C  5 3  4 0  
3 6  4 4  5 6  4.6 
5.4 4.2 na ?a 
3 3  4 2  s i  A.2 

3.2 4 0  5 L na 
3 1 3.E 5.2 4.1 
3 3 4.0 5.4 k 0 
3 7  4.1 5.4 <.2 
na ns na 3.8 
3.e na na ?a 

3 3  3.e 4 B 3.3 L 
33 4.2 6 5  4 2  
4.2 4.8 6 0  1.9 
3.6 4 0  13 h.1 

3.5 4.2 5 2  d 1 

3 3  3.5 na na 
2 6  i 3.3 L 4.5 !. ?a 
30 4.0 5 0  4.4 

3.4 4.3 6 3 3.9 
3 1 nB na ria 
3.7 3.E 5.2 4.1 
3.1 4.0 53 3.9 
2.9 3~7 4.8 3.8 
2.8 3.5 4.a L na 
3.0 3 E 5.6 3.8 
4.5 H 5.1 H 6.1 S na 

0.l 3.3 0.4 0.2 0.1 0.1 0.2 &4 1.2 2.3 3.3 4.1 5.3 4.1 

4.3 

I.? 

na 
r.0 na 
ne na 

4.2 73.2 
b 3  74.0 
4 3  -.a 
4 3 76.0 
4.6 na 
4.3 76 7 
4 2  19.3 

4 1  7 2 0  
4 G 75.3 
4 1 72.0 
4 2  71.3 

4.3 na 
3 9  7!20 
4.2 673 
4.5 724 
4.2 i t  9 
4 4  77.5 
4.1 ?a 

74 0 

3.7 m a  

5.0 e 

(SAAj?,+.. ... 
B. c. D, 

Real Pr!!e 

3.0 E6  3.0 
-0.2 i 0.9 1.1 
3.2 3,G $.E 
3.6 H 2.7 li 4.1 W 
1.C 1.0 3.0 
l.f 0.3 L 0.S. 
1.3 1.4 1.6 
2.5 2 4 2.9 
1.5 1.8 2.1 
3.2 23 2.7 
2.0 2.5 2.9 
1.5 2 3  2.5 
2.0 2.2 2.5 
1.2 na 2.i 
2.2 2.6 2.1 
1 6  1.3 1.5 

7.5 2.2 1.2 
2.5 1.5 1.0 
2.G 2.0 2.3 
3 2  23 2.9 
2 5  7 6  1 9  
1.7 20 1.8 

z 5 2 5  3 L  

2.2 2.' 2.8 
2.1. 1 9  2,1 
2.E i.? 0 5 
1.8 1.4 1.5 
2 1  1 %  % E  
2.0 2.5 3.3 
2.7 1.7 2.c 
2.7 2 2  2.c 
2.c I 5  1 8  
2.c. 13 2.3 
2.F 2 4  2.5 
2 a  2 3  2.2 
2 4  7 3  l.! 
9.1 1.3 2 1  

1 3  2.2 2 1 
3.2 2 2 2.2 
2.2 i o  2.3 
2.0 ?.5 1.7 
2 5  1.8 2 3  

1 6  1.1 2.E 
2.7 5 2  2.6 
0.3 1.5 - 0 3 L  
1.6 1 2  0.7 
2.B ? . 5  

T ~ P V I A V ~ .  c.2 3.3 O.E 0.2 0.1 c.2 13.4 0.e 1.6 2.7 3.e 4.5 6.7 4.5 

Bottcrn?ODvg. 0.1 3.3 09 9.1 0.C 6.1 0.1 0.2 B.B 1.3 2.9 3.? 4 3  3.8 

NovmbarCa?sensus 5.1 3.3 0.4 c.2 0.- C.2 ' 5 . 3  U.5 $ 3  2.4 5.4 4.2 5.4 4 . i  

jJumOsr of Fo?ecests C?!aeced&&&onii A Q ~ :  
i 

C o w  7 0 I: 9 I& 75 19 '17 25 22 23 21 :6 10 

Same 36 44 1~ 22 32 23 20 24 18 22 15 16 :I E 

i 
u p 2 0 2 5 5 1 2 2 5 3 3  7 2 4 3  

Oiffzsron Index 4 5 %  50% 7s % & %  368 3 4 %  29 C,O 37 X 26 X 30 % 32 % 26% 51 44 % 

1 3.: 2.5 3.1 

1.: 1.1 0.B 

2.: 1.3 2.2 

14 I 4  l i  

15 2s 2c 

1% 7 I D  

54 C 42 *& 45 961 



T 
Interest b t e  Fusecasts Key Assumptions 

0.3 H S.? 
0.3 i.i 3.3 
0.2 3.3 
(12 3.3 
0.2 3.3 
5.2 3.3 
02 3.3 
0.2 3.3 
0.2 3.3 
0.2 3.3 
0.2 3.3 
6 3  3.3 
0.2 3.3 
0.1 3.3 
0 1  3.5 
0.1 3.3 
0.1 3.3 
0.1 5.3 
0.1 3.3 
0.I na 
0.1 fla 
0.1 na 
0 i 3.3 
0.: 3.3 
0.: :.a 
D ?  3.3 
0.: 2.3 
0.: 3.3 
0.i S.3 
0.: 3.3 
0.q 3.3 
0.1 5.3 
0.1 3.3 
O.i 3.3 
o., 3.3 
31 3.9 
0.1 3.3 
0.1 3.3 
0.1 3.3 
0,l 3.5 
0.: 3.3 
0.1 3.3 
R.1 33 
Il.1 3.3 
0.1 3.3 
0.0 L 3.3 L 

C.? 
na 

0.5 
0.4 
0.t 
5 4  
0.3 
na 
na 
0 5  
0.6 H 
0.5 
0.5 
0.5 
0.5 
0.5 
0.5 
0 5  
0.3 
0.S 
0.4 
0 4  
0.5 
0.5 
0.5 
0.6 
0.5 
0.5 
a.6 

0.2 
0.4 
0.4 
0 4  
0 4  

114 

0.3 
0.3 
0.3 
D.3 
0.3 
0.: L 
0.4 
0,5 
04 
0 il 
0.3 

_.__ 

C.2 0.2 H 0.2 0.3 0.6 1.5 i4 
na 0.1 na CB 0.9 H 1.6 i 6 

0.3H 0.i O . 8 N  f . 1H  0 .BH 1.5 2.3 
0.1L 0.0L 0.ZL 0.2 5.3 1.1 2.4 
G.2 0.2 H 0.3 0 4  0.7 ? 6 2 5 
0 3  0.2 H 0.2 0.3 0.G 1.4 2.0 
03 0.2 H 0.3 0.5 3.7 Z.2 2.4 
na 0.2 H 0.1 a3 D.S 1.7 3.0 
na 0.2 H na n8 ria ra 2.4 
0.2 0.1 0.2 0.3 0.5 1.3 2.3 
0.3 0.2 9 0.2 0.4 0.5 1 4  2.8 
Q.2 0.0 L 0.: I 0.2 D.3 1 1 2.2 
0.1 i 0 1  0,: L 0.2 or, 1.2 2.6 
0.2 3 . O L  O . * L  0.2 0.5 1.5 2.8 
0.2 0.1 0 * L t.2 0.4 1.2 2.2 
0.2 0.0L D.1L 0.ZL 0.2 1.1 2.3 
G.2 O.? 0.2 0.3 0.d 1.3 2.2 
01 L 0.0 L 0.7 L 0.3 0.5 1.2 2.1 
n s  6.0 L 0.5 L 2 2  0.4 1.3 2.5 
na o.% ns na 0s 1.6 3.0 
na 9.2 H ra na 0.3 1.3 2.5 
na 3.1 ne na 0.3 7.5 2.3 
0.2 3.1 0.2 0.3 0.4 Id 2.2 
0.3 0.2 H 02 0.3 0.8 1 7 2.9 
C.2 0.1 0.:L C.2 0.5 7.5 2.8 
C.2 0.1 0.1 t 0 1 L 0.3 C.2 2.4 
3.1 r 0.0 L 0' L 01 i 0.3 0.9 2 ?  
c.2 I: i 0 7  L c.2 0.7 ..a zn 
pa 3.0 L 0:: 0.4 a.8 :.7 2.7 
0 1 L 3.1 0.: L 0.2 0.4 :.4 2.d 
0.2 0.1 07 L 6 2  @.5 1.3 2.3 
0.2 3.1 0.2 c.5 0.B 2.2w 3.5 
C 7 i 02 H 0 2  0.3 0.E 1.4 2.5 
02 0 1 02 2.2 0.3 1.0 2.1 
0.7 L 0.1 0 1  L 0.2 0% 0 5 i 1.7 t 
na 0 $ O !  L C.2 0.5 $3 2.4 
0.3 0.1 0.2 0.4 D.5 :.5 2.1 
D.2 0.1 0 2  c.3 0,P i 4 2.5 
38 0 5  F na na 0.4 j.3 2.5 
0.2 9.1 0.71. 0.2 0.3 0.5 1,s 

na 3.1 M 0.2 0.3 :.? 2.2 
0.1L 3 . 0 i  0 . i i  C . 1 L  0.3 11.7 2.4 

c . i ,  0 .0L  0 . l L  0 . 1 L  D.? G.9 2.1 

0.1i 3 . O L  0.?1 C . I L  o . a i  c.9 2.2 

c.1 1 0.1 0.: L c.3 0.4 : 2  21 
6.3 e D O  L a: L 0.4 0.6 2.1 3.7 H 

3.4 
3.9 
2.0 
2 3  
3 7  
31 
2.5 
L.2 

s.4 
3 4  
3.6 
3.2 
3.5 
3.9 
3 4  
3. 3 
3 2  
3.0 
3.9 
na 
3.6 
3 .? 
3.2 
3.0 
6.0 
5.3 
3 1  
3.9 
4.2  
3.4 

? E  
6.7 
3.5 
3.3 
2.8 i 
>P 

3.0 
2 s  
5.3 
29 
8 2  
5.4 
5..I 

32 

3.0 
4.4 H 
CII 

4.4 5.6 M 4 4 

na w na M 

4.3 4.8 69 3.a 
4.3 5.6 4.0 4.0 
4.c. 45 4.2 4.3 
4.0 5.2 4.i 4.2 
4.2 5 1 3.5 4.3 
5.0 6 3 na 4.5 
5.3 ria na 4.1 

4.3 5.7 4.5 4.2 
4.f 5.' 4.6 4 7 
4.1 5.5 4.1 4.2 
4.2 na na 4.4 
4.5 6.8 4.8 4.6 
na na qa 4.2 
4.1 5.5 43 4.3 
4.2 5,4 na 4.1 
4.0 5.2 4.2 4.1 
4.5 na ria 4.2 
na na rta na 
ns na na ea 
na ra na na 
4.c 5.3 4.1 4 0 
4.7 9.9 4.8 4 6 
4.8 5.5 4.3 4.3 
4.7 5.5 ITa 4.2 
3 4  5.2 4.1 4.0 
4.2 5.4 4.3 4.2 
na ?a na 4.4 
4.1 5.4 4.0 43 
4.3 5.5 4.3 4.3 
5.3 6 4  H 5.3 H 5.2 
4.3 5.2 d.O 4 4  
3.6 4.7 3.1 L 3.9 
3.5 L 4.6 k 3.7 3.8 

4.0 5.0 4.4 4.r 

4 4 5.4 3.9 4 4 
3.6 na na 42 
3.13 a 9  na 5.9 
na ns na ns. 

4.2 5.5 4.0 4.1 
3.9 3.2 4.1 6.0 
4.0 4.9 na 3.7 
32 5.5 3.8 9.8 
5 L  H 6 4  E na 5.5 

M 1:a 4.0 4.0 

ra 
I na ' na 

19 0 
72 2 
0 

72 1 
na 
ra 

73 0 
72 4 
72 0 
75 E 
74 5 

na 
7* 6 
7: 7 
72 5 
74 5 

na 
na 
1s 

7.3 5 

na 
73 0 
75 0 
7L 7 

na 

na 
75 0 
67 1 
73 1 

7F 6 
bX 0 
72 s 
K 7  
70 c 
70 0 

08 

72 0 

na 
72 6 
720 

na 
75 R 

18 - 
D e ~ e r n b e ~ ~ o f l s ~ n ~ ~ ~  0.Z 3.3 0,4 0.2 0.1 0.2 0.3 0.5 1.3 2.4 3.5 4.2 5.4 4.2 4.2 1 72.0 

2.7 3.5 1.8 
I.L :.a i 8 
36 2s 4.2H 
1.5 2.0 3.1 
2.8 2.3 2.4 
4.2 H 2.5 H 2.6 
3.2 2.1 2.5 
i i  i f  OB L 
1.4 $.I 1.6 
2 5  !.4 2.0 
2.3 2.2 . 2.4 
2.c 2.3 2.0 
2.8 2.3 2.6 
3.4 i.5 3.2 
1.6 na 2.0 
2.3 2.8 H 2.9 
2.8 2 3 2.5 
2.4 2 1 2.3 
2.4 2.3 1.9 
1 . S L  :.3 1.5- 
2.5 :.3 1.3 
2.8 2.5 3 5 
1 3  2.0 1.8 
2.5 2.3 3.2 
3.0 2.7 5 7  
2.4 i.6 1 4  

2 3  1.3 1.2 
37 1.8 3 0  

2.5 ;.7 2.9 
2.6 :.7 1.6 
3 : 2.0 2.2 
31 2 5  2.7 
2.0 :,4 r.e 

2.: 2.0 2.4 
2 4  2.0 2.3 
3.9 2.3 2.2 
2.3 2 0  2.3 
2 0  1 4  1.6 
1 3  2.1 2.2 
2 3  1.7 1.9 
2.! 0.6 1 2.6 
2.7 2.0 2.8 
1.6 2 4  3.5 
2.5 ', 8 1.7 

2.5 :.a 1.8 

I 2.4 2.0 2.3 

T-Tx--I 
t.5 3.3 1.5 t 



Scc?iabmk B o d p  
S i inT~d  Banks 
Geargia Sale dniversity 

Well Fargo 
Mawfin knaipics 
%4sseP Inves!nan:s 
2yciedala ,Carp 
3e"rinca B A s s x  
Facnie Mae 0.2 3.3 na rra 0.2 fla na na 6a 2.5 3.5 4 3  na na 4 2  
W a k  Gapdal Managemerr! 

Picipo?! Sc-uniies 
J.W COOnP Advison 1LlC 
GLC Financial Economics 
Ewnomist IntoRigencc Uni: G.? 9.3 0.5 0.2 0.1 0 5 L 3 2  0.5 1 4  2.3 3.8 na na na 4 4  

B M ~  Capkai hiltets 
0x:om' Iconon cs 
Bank oiAmrrica h % d !  Lynch 0 '  oa 0 5  na 0 1  na na 0.6 1.6 3.3 ra na na .la n3 

0 1  na 0 4  na 0.2 na na 0.4 1 7  2.4 3 8  na na na na 
Nevi Arsn of ReaRors (11 3.3 0.6 C . 4 H  0 . 3 H  04 0.5 1 . l  2.0 3.2 4.3 5.1 6 1  6.1 4.9 
Rarciays Capital G ?  2.3 0.t 02 0 1  0 : t  C.2 0.5 1 5  2.6 4 0  4.8 5 5  L 3  4 3  
Nanvm Securih Inr. 
W o o ~ ~ r l b  Ho!dings 
Ac!ion ECC'lOrnlCS 

Coner:;a 2ank 
W::iliunt Weslth Management 
Tk:edi;oM Ec0rorn.c &SOT. 

Ketaer ECL'nomtC Adv:sers 

RDQ Emfmm!s 

i?icga!A'orit, iffa81'1im:s 

PrtZ Flnanciai Serwxs Csrp. 
Mesiroff Financial 
KBS Seculti2S 
Fc!$rnzn Sacks & 20. 0.1 a?. 0.3 na 0 . C L  ria na 0.: : .5  2.8 3 5  3.7 na M 4.3 

I$* NotihihBm TNSI Company 0.1 3.3. 0 . 1 t  na 01  na G.2 0.3 ;.2 2.5 3.6 RE r.a na na 
CWarView 5con~mtcs 
Lcmis, Sayiec & Compavy 

c.1 3.3 a 1  0 1 :  o a t .  0 . i ~  3 . 1 ~  0.21 0.9 2.5 5.3 4 0  9.9 fl6 3.7 
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%merit Per A n i m  - A a a g  For CuaGer--------------.- /WQ. For -. - (3.C % Change]--- 

Blue Chip -ShD&7f?~- - -iiitemroezia:iaisTerm--- -Lmg-Tm -m.- -----~sA\R:-- 
Financial Forecasts 1 2 3 4 5 F 7 8 E 20 1: 12 12 '14 15 A, 8, C 9. 

Pan& Members Federal Pnrne LK4OR C G ~ .  ?rear. 'ireas. Trees. Treas Tress. Trfas Sreas. kaa has %ai@& Yoiie Fed's!&jcr G3P Cons. 
Funds Bank Rats Pap@ tiills BiQi Bills Kale5 Naes Notes @rid Cop. cC:3. isca; Mlg Cunency Rea$ Pi+% Price 
Rale Rate 3Mo. 14n. 3-Me. &MQ. I-Yr. 2-Yr. 5-Yt 10-Yr. 30-Y~. Gond Bmd Ends M e  Elndex GO' Index lcdes L 

Interest Rate Forecasts 

a.3 3 . 3 ~  0.5 G S  n.4 0.6 0.3 :.5 2.4 5.4 4.5 5.3 6.3 3.2 5.8 

0.3 5.3 L 5.4 C.5 0.4 0.5 0.7 0.9 f.9 2.4 3.6 4.6 5.6 4.2 4.2 

0.3 3.3: 3.E C.3 3 2  0.3 0.4 7 . 2  2.4 2.8 52 5.3 6.6 5.78 6.5 
0.; 2 . 3 L  0.8 0.3 0.3 a: 0.4 0.7 1 5  2 4  3.3 4.4 5f Ila 4 3  

0.3 3.3 L 0.3 L 0.3 5.2 0.9 0.4 0.9 1.6 2.7 3.6 4.6 5.8 na 4.6 

02 3.3 I. 00 C.4 9.1 D.F 1.6 fl :.5 13 26 3 4  4.5 5.0 5.2 4 I 
0.2 3.4 ria Fa 0.2 0.2 0.3 0.5 1.7 3 1 4.2 5 1  6.3 na 4.7 
0.2 3 . 3 i  0 5  C.2 0.2 0 3  0 4  0,5 IS 2.4 3.3 4.2 5.5 4.2 4.: 

0.2 3.3 L 0.6 C.3 0.2 02 0.6 0.3 7.7 2.5 3.9 4.5 6.0 4.6 4.5 

0.2 3.3L 0.5 0.3 G.2 0.4 6.5 1.0 2.1 2.8 4.0 4.3 5.0 4.4 4.5 
a 2  3 .3 :  0.5 0.3 0.1 0.3 0.4 0.4 1.3 2.4 3.9 3.7 4.9 2 . 9 ~  42 
0.2 3 . 3 -  0,C 0.3 0.2 0.3 C3 0.6 18 2 5  3.6 4.5 5.8 4 5  4.3 
0.2 33: 0.d 0.3 3.2 0.4 C.5 0.7 3.7 27 3.7 4 5  55 4.2 4.6 

0 2  a.3L 0.1 0 . 1 i  3.1 0 . I L  0.3 3.4 13 2 5  3.6 4.5 5.7 4,2 4.: 
O.? 2.3 t 0.3 C E3 0.2 0.4 3.5 0.8 2.4 2.7 3.8 4.4 5.4 3.6 4.6 
0.2 53 L ti2 rn 03 02 ,?a na rir 2.5 3.5 4.4 na na 4.3 
B.2 3 3 L  0.9 C.4 $3 0.3 0.5 9.8 1 5  3.3 4 2  4.6 54  5.3 5.1 

0.2 3.3 L 0.5 0.2 3.0 L ff.1 L 0.2 9.4 2.2 23  3.3 1.2 5.5 4.1 4.2 

0.2 3.3i 0.5 na O.5i 6.3 0.6 1 .1  2.3 3.0 4.4 na na na 4.8 

0 1  3.3 i 0.6 0.2 O.? 0.2 0.3 0.8 15 25 4.3 na oa na 4.6 
0.1 3.3L 0.5 C.2 O.O? O . : t  0.1f. G.2 1 :  2.5 3.7 4.5 6.0 6 3  4.7 
0 1  5.3? 0 . 3 C  0.2 O . O i  0.1L 6.6 $ 1  1.7 2.4 3.3 4.3 E4 4.3 4.4 

0,: 3.3 L 0.:. L na 0.0 F 0:: i 0.3 36 1.8 3.5 k.5 4.8 na na 4.4 
0: na 0.4 t a  03 na na 3.S 1.7 2.5 39 na na na na 
o; 3 . 3 ~  o . 5 ~  0.2 0.1 O . ? L  0.2 0.3 0.81. : . e L  2 . 9 i  3 . 1 ~  4 . 0 1  3.5 34 

0.3 2.3:  0.5 02 3.1 O . ! t  e l : .  0.3 1 4  2.6 3.5 4.2 5.7 n? 4 3  
0: 3 . 3 :  0.4 0 . 1 L  3 .0 i  B.IL 0 . f i  0.3 09  2.t 2.1 3.9 5.2 4.i 4.0 

0.1 2 . 3 i  5.5 0.2 3.1 0.5: C.6 l .2 2.2 2 3  4.3 4.5 5.8 44 4 3  

0.1 $ 3 -  0.4 0.5 3.3 0 4  C.6 0.8 2.6 2.2 3.1 4,1 3.1 4.5 4 2  

a: 3 . 3 -  a s i  na .3.1 0.2 2.3 0.i 2.5 2.8 na na m 4.4 4.3 
0 t z.3 L 0.3 t 0 1  L 3.3 0.6 3.5 0.9 1.7 2.7 3.7 4.4 5.3 4.1 4.5 

e.? 3 . 3 i  U.3i 02 3.1 O I L  0.2 0.3 4.6 3 4  4.2 1.7 5.5 na 4.8 

E t  2.3L 0.5 G . l L  O.CL O.:L C i i  (1.3 0 9  2.? 3.7 3.5. 5.2 4.1 4.3 

C . I  3.3L 0.3L O. iL  0.Ci  O . f l  G.1: 0.3 1.3 2.8 3.6 4.8 5.7 4.1 4.4 

6.1 3 3 L  0.4 0.t: 0 . O L  R . ! L  k . I L  0 . 2 L  0.9 2.3 5.4 4.0 4.9 aa 3.7 

C.i j 3 L  0.4 a.2 0.2 0 2  C.5 0.7 24  2 4  S.0 3.E 9.1 3.2 4.0 
0.0; 3.31 0.3L 0.4 0.C.L 0.1L 3 4  0.8 2.4 4 .25  5.4h 5.7W 5 . i ?  na 6.3 

0.2 5.31  0.5 0.1: 3.1 0.2 0.3 G.S 1 4  27 3.7 4.4 t)j na 4.5 

0.: 3 . 3 ;  o . 2 ~  o . 3 ~  0.1 O.IL 02 0.5 1.4 2.5 c.5 4.2 $5 3.8 4.4 

M 

65.5 
78.0 
70 5 

na 

ria 
p.3 

7 7 5  
74.0 
72.: 
72.0 
65.1 
i o 5  
73.0 
72.5 

ria 
74 0 
7i.0 
73.5 

na 
na 

2.1 
7:.0 
75.7 

Ea 

13.3 
72.0 
77 D 
7: 1 

70 3 
66.9 

?6 3 
74.0 
662 
74.0 
73.0 

75.3 
pia 

rm 

TOP 10 A V ~ ,  c.3 3.3 0.7 0 4  0.z a.s 0.5 1.2 2.2 3.3 4.5 4.8 EZ 4.8 5.3 

Eabm?UAvg. 0.1 3.3 0.3 0'1 F.B 0: 0.2 0.3 1.1 2.2 32 3.4 4.9 3.7 4.0 

NouemrerCons€:sus C.2 3.3 5.4 0.3 0.2 t.3 0.5 G.8 1.7 2.8 3.8 4.5 66 4.3 4.5 i 
M u q b r  of Fcwasts Cnainoed From A khnlc Aoo. 

Dow 4 2 2 7 I: !3 13 $3 !7 18 :7 15 15 E 13 

Same 25 34 25 23 27 24 23 23 20 19 ?Y 15 14 15 23 

Djm&q ln?jex LB x 51 *A 62 Vl 48 w 3$% % o x  36 x 37 % B i  5; 32 x 32% 38 M 33 k 4& 66 41 

U p 1 3 1 1 4 2 1 2 S 2 3  3 E 4 E B  i 



Moody's Analytics 
Nomura Securities 
NIizuho R s s e a r c h  Institute 
nfelfs Fai-go 
I N S  Financial Madcets 

n a  ns na 
n a  ria na 

0.30 0.60 0.60 
0.75 0.70 0.70 
1 .oo 1 .00 3 .oo 

l ~ ~ ~ r ~ ~ ~ ~ ~ ~ ~ i  Interest Rate And Foreign Exchange Rate Forecasts 

1 1.50 2.20 3.05 
2.67 3.24 4.27 
2.10 2.25 2.40 
1.90 2.00 2.10 
2.30 2.40 2.50 
1.80 1 . ~ ~ 0  2.00 

2.67 3.24 4.21 
1.60 1.75 2.00 
2.20 2 28 2.68 

na n a  n a  
na na n a  

72.0 73.0 75.0 
7q.9 70.3 83.1 
na na n a  

73.5 72.1 6E.9 
Wells Cargo 045 045 045 
ING Firian,ial Marke ts  C40 040 

nigh 0 50 050 050 
LOW 

L a s t  Months Avg 

na na n a  
72.5 71.8 75.0 
73.5 73.0 75.0 

0.40 0.20 0.20 
0.41 0.37 0 39 

71.9 70.3 68.3 
72.3 72.6 68.2 

I 
I t r i  3 Mo. I In 6 tJlo 1 in 12 Ma. 

3 Ma. fnterest Rate % 
!Blue Chip Forecasters 
S m t i a b a n k  GrouD I n a  ne na I n 2  n a  n a  

n a  n a  n a  
1.15 1 . 7 6  1.16 I 
0.95 0.95 
1.04 1.06 
1.10 1.10 1.30 

87.7 83.5 87.3 
79.0 60.0 85.0 
75.0 73.0 71.0 
n a  na na 

73.5 70.0 70.0 

Mowdy's Anslytics 
Nornura Securities 
M i r u h o  R e s e a r c h  fnsiltilte 0.33 0.33 
Wells Fargo 0.20 
ING Financial IJLarkets 
S O c i c t E  Gerieralo n a  n a  

W i o h  0.33 0.33 0.33 
0.24 0.24 0.24 

7.00 1.15 1.25 
1.05 1-08 1.17 
1.15 1.16 "b .30 

76.0 75.0 73.0 
7f.7 77.4 79.5 
81.7 EM 87.3 " 

Low 
Last Months Avg. 

0.20 0.20 0.20 
0.24 0.24 0.24 

0.95 0.95 1.05 
1.07 0.93 ?.75 

73.0 70.0 70.0 
77.6 78.1 80.5 

2.20 2.30 2.40 
2.60 2.70 3.30 
2.20 2.30 2.50 
1.75 ? 75 
2.31 2.42 2.73 
2.78 3.04 359 
1.75 1.75 1.88 
2.43 2.51 2.84 

?.58 1.62 
1.54 < .59 1.67 
1.57 1.59 1.64 
1.61 1.62 2.67 

SGGeiC Gmsra le  na ria nb 
\December Consensus I 0 8 8  0 7 7  0.77 
Hicati 7 OCJ -i 00 1 03 
LOW 

Last Months Avg 
0.75 0.60 0.60 
0.83 0.70 0.70 

1 57 1.68 1.54 
1.52 1.52 ?.57 

tzuho H a s e a r c h  lnstrtiite 
Wells F a r g o  
INC Financral Marke!s 0.10 010 O ? O  

Hlph 
t ow  
L a s t  Months Avg 

090 090 0 9 2  0 9 2  0 8 7  

1 02 105 108 
0 E 5  0 8 6  0 8 6  
088  0 8 8  090 

0.70 1.10 1.30 
0.95 1.10 1.27 
1.25 1.31 1.50 

0.10 0.70 0.10 
0.13 0.10 0.10 

0.70 0.80 1 .oa 
1.05 1-08 1.$8 

1 
1 t n 3 M o  1 In6Mo. / In 12Mo. 

3 Mc. tnterest Rate OA 
1131~1% Chip Forecasters. 
Scot iabank Grow n a  n a  

2.73 2.85 3.15 

2.50 2.75 3.30 

2.80 3.00 3.30 
1.85 2.00 2.40 
2.51 2.66 3.10 

1.02 2.00 0.m 
0.55 0.U5 0.96 

Moody's Analytics na n a  n a  
Nomura Securities na R2% na 
M;zuho R e s e a r c h  fnstitute n e  n a  rta 
Wells Fargo 115 'I ?5 I .;?a 
ING Financial Nlark@l6 ? . I O  070  070 
Societe G e n e r a k  na na na 

I-tiah 9.75 1.15 I.20 
1 December Consensus 1*q3 0.93 0.95 

f 05 1.01 099 
3.10 0.70 0.70 
7.20 ? . l a  t.40 

0.95 0.95 0.96 
1.00 3.YE 7 .00 

LOW 
Lasz  Months  Avg 



I 3 Mo. Interest Rate K 
In 6 Mo I In 12 Uo IBfue Chip Forecasters 1 In 3 Mo 

Scotiabank Group na na ria 
Moody's Analytics na na na 
Nomura Securities 4.60 4.90 5.25 
Mizuho Research lnstiiute na na na 
Wells Fargo na na na 
fNG Financial Markets 4.60 3.70 3.60 
Societe Genewle na na na 

f December Consensus I 4*50 4.30 4.43 
WlOh 4.60 4.90 5.25 

.7 

tow 4.40 3.70 3.60 
tast Months Aug. 4.80 4.90 5.00 

r 3 MO. interest Rate % 
I5Iue Chip Forecasters 
Scotrabank Group 
Moody's knatytfcs 
Non-ura Secunties 
Mzuho Research institute 
Wetls Fargo 
ING Financial Markets 
Societe Generale 

1 December &msensus 
High 
Low 
t a s t  Months Avg. 

In 3 M o  1 In 6 No I In 12 hlo 
na na na 
na na na 

0.94 0.94 0.94 
0.90 0.70 0.80 
0.55 0.65 0.65 
0.90 0.90 0.40 
na na na 

0.85 0.80 0.82 
0.94 0.94 0.94 
0.55 0.65 0.65 
f 26 1 .0c 1.01 

9 :2 5 3 4  568 

5 12 5 3 L  565 
4.00 4.00 4.40 
4.55 4.91 5.43 

I Eu ruzone I 

1.01 1.00 0.98 
0.98 1.00 j.05 

1.02 1.04 1.08 
0.98 1.00 0.98 
1.00 1.01 1.03 

?.Ol 1.42 140  
1.40 1.37 1.32 
1.30 1.32 1.35 
1.27 1.30 1.35 
na na na 

1.30 1.30 1.38 

141  142 140 
1.27 1.30 1.32 
1.36 1.35 2.35 

I Consensus Forecasts 

Current 1 in 3 MO. 
Japan -0.93 1 -0.99 
United Kingdom 
Switzerland 
Canada 
Ausirafia 
~ ~ r ~ ~ ~ y  
France 

ISoain 
~ kaly 

ds; YS U,S. Yieid 



A Sampiing of Views on the Economy, Pinanciai Markets and Government Policy 
Excerpted from Recent Reports Issued by our Blue Chip Panel Members and Others 

The Q3 GDP Revision: News for Optimists and Pessimists 

The goverrrinent’s estimate oE real GDP growth for 3Qf 1 was revised 
down i o  2.0% (from a first print of 2.5%) But the two rnosi conspicu- 
ous details ofthe report arc psirive for near-term growth. The conipo- 
sition of GDP in 3Q1I now shows an unrevised 3.6% saar final sales 
growth and an outright decline in inventories, a combination that can he 
expected ro lead to a positive turn in the inventory cycle soon. Indeed, 
the forecast hnprovement to 3.0% real GD? growth this quarter incor- 
porates an increase in the invcntory contributioa to annualized growth 
from -1.6’I.C-pt in 3Ql l  to 0.8%-pl in 4Ql1 (with about hxlf this shift 
offset by a decline in the contribution from net exports, largely reflect- 
ing the part of the insenroy boost that is supplied by foreign sourcesf. 
In addition, the first report on corporaze profits shows earnings continue 
to rise more quickly than GDP. Margins fiom domestic non-financial 
activity reached their highest Iewl since the late 1960s. 

Wo.~vever, other i:npoflant details of the revision are more negaxive. The 
deterioration in state and local finances, as federal aid irorn &e srimulus 
legislation runs down: poinb to further tighrening from this sector in 
coming quarters. The significant downward revision to wage and salary 
income and to real disposable income accentuates the previously- 
reported disconnect between spcnding growtli and income gronth and 
thc resulrinq piung.: in the saving m~e .  Such declines, espxially against 
the backdrop of sot3 assei prices and wcalc confidence readicgs, aie 
often followed by retrencliment. Because of weak persortal incomc, 
growth of narional income hw been running well below GDP grou%h 
over the past w o  quarlers. Fed ressarcll suggests that early reports 011 

national income are often more reliable estimates of economic p:iwth 
than G’DP. 

 he combinaiion o f  rciarivelg strong growth in  final sales a r d  Iillle or 
no.growth in inventories is as usual viewed as a positive for near-term 
real GDY growth as it points to a positive turn in the inventory cycle 
that wil! boost domestic manufacruring. Moreover, the deIail of the 
iepon showing a split between inventory growth for durahles and non- 
drrral~les helps identify where this help should come from. Inventories 
in :be durahle goods indasnks rose 4.2% saar in 3911, in iine with the 
recent trends. The stall in inventory accuinulation is concentrated in 
nondnrables, -3.5% saar, and extends to nianufaciuring (-$8.4 bilIion 
saw), wholeszie industries (412.6 biliion), and the fm sector ( 4 1  0.8 
biliion). Monthly source data detail indicates that the maximum de- 
stocking in uondurabfe inventories occmed in August. 

This suggests that the boost to growTh from the turn in the invcctory 
cycle should be corning in the nondurable goods indusries and couid 
have started soon as September. IP growth for nondurable manufac- 
turing averaged 0.25% per month irr September and Ocrnbar afier a 
smalt net deciim on average over the previous four months; some im- 
provement but not enough to provide much of a rna,ior boost to overail 
cmr grow& yet. 

The second importan; posirive new’s in the GDIl report is tbe first look 
ai 3411 profrts. Total adjuste3 profits of CS f ims  increased 8.5% saar 
in 3Q11, again outpacing overall GDP growth. And while in past quar- 
ters, profits had been boosted by earnings from abroad. foreign earnings 
declined in 3Ql1. Profits from domestic operations increased 9 3 %  saar 
last quarter. And the 6.6% growth pace for domestic non-financial prof- 

its glowed margins for this SecTor to reach their highest levels 6nce &e 
late 1960s. 

Rcai btisiness fixed kvesnnent &as revised slightly lower in 3911, hut 
at 14.8% saar growth it is still tlte major growth sector ofthe economy. 
Strong profils growth provides some support foi the view that strong 
double-digit gmwh in business spending will be maintained this quar- 
ter. alrt the iatesr monthfy news an capital spending has been disap 
poinring. Core capital goods shipments. source d3t3 for estimating 
equipment spcnding. dec!ined about 194 in both Septeinber and Octo- 
ber. (Howeter. the IP report sends a dirsrent message. Production of 
business equipment increitsed 0.6% in Scptcmbcr and I .O% in October.) 

As has been the case tlirough most of the expansion, upbeat news on 
corporate profits has becn accompanizd by disappointing growth of 
labor :ncome. The first revision to GDP includes revisions to priw 
quarter Ja‘mr income baqed on the more reliabte income data in the 
Quarterly Census of Emplo,rnxnt artd Wag:$ ~QCEWi. Wage and sal- 
a~ mcorne for 2Qll  was revised down to growth of only 2.4% saar 
(from 4.9%) and 341 I growth was revised down IO 1.5% groxnh @unt 
2.0%), at odds uith expectations that upward retisions to August 2nd 
September payroll employment would I& to an upward revision of 
income growth. 

Rea! disposable income has been revised dowi accordingly 2nd now 
shows dcclines in cadi of the first two quarters while teai consunier 
spending posted gains oT 0.7% saar aid 2.404 ibr the IWU quarters. The 
apparent disconnect between failing income and rising spending is 
squared via a sharp decline in the saving rate, down to 2.5% in 3Ql l  
from 4.5% the prior quarter and 5.0% in IQ11, The decline in the say- 
ing rate is probably a warning o f  spending caution ehead, eapeciaiig 
against th- backdrop of recent trends in asset prices and consumer con- 
fidcncc. Tnz saving r8ie can decline because higher tax payments (pe 
haps 011 capital gains) are holding dow17 disposable income reiarive to 
total income. But this was not thc case last quarter. Saving as a share of 
disposabie income declined 1.0441-pi in 3QI I ,  and the saving rate rcde- 
fined as a share of total household income declined 0.9%-pte only 
slightly less. 

1 lie period ctf coasurner retrenchment may have already started. Reai 
consumer spending slowed to a 0.1% gain in Octobcr following in- 
creases averaging 0.3% the prior three months, despite help in October 
from falling prices. Research at the Fed indicates That early estimates of 
gross domestic income (GDrl may tend to be more reiiable g,rowh 
rncmwcs than estimates of GDP. In this light, it is worth noting thas 
revised data shox rcat GDI increasing less than 0.5% saw in each ofthe 
last two quarters. 

I- 

Another feature o f  the first revision IS the cornpiete set of rexenue and 
outlay tables for Ihe state and Iocal government sector. 7he overall 
balance tends 10 be volatile from quarrer to quarter out these data sbou, 
ihsr state and local governments, in aggregare, had nmaged to bring 
borrowing requirenientr back toward noma1 bq ntid-?# I D  through a 
msnbmarion of spending cuts. tax inc:eascs. defcred mrtnitcnmce. and 
incrsased federal aid kith  the econom~ iioq growing, it ivould 5cem 
thar state and iocai f iances might be abie to luo~en a bit in corning 
quarters. But this does not aprtear to be the case. Federai aid that had 
been temporarilj Iif;ei: as part of the stimulus fcoiztraued on n e x t p a p )  
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package is now starting to R I ~  off These federal grants declined by 
557.1 biliion s a x  in 3QI 1. and fully accotin: for the widening budget 
imbslmce of the sector last quarter. Farthe1 sched:iled cuts in aid will 
put continued prcssure urf finances in the qumers ahead. 

A Supcr Flop 

Members of the Joinr Sclecr Committee on Deficit Reduction (JSCDR} 
failed to meet tbc requiremeit: of ihe Budget Control Act (RC,4) of 
2011 directing this sa-cailcd “Supcr Coxmirtee’‘ to agree on (by 23 
Iioiember) and then present to Congress (fur pahvagt by 23 Dewmbcr) 
a pian to cut $1.2 irilizon from &e projected IO-year busget deficitUn- 
&r another provrsion ofthe BCA this failure nilf lngger the “sequestra- 
tion” (atmnatic reduction) o f  scheduled spending on both defense and 
non-defensz discretionar?. p:ograrns in Jmtiaq 201 3 

This Icgislative failure has little direct ezect on our forecast for the US 
economg. We had not expecteJ the JSGDIZ to piapse substantive 
c‘nangcs that would aEect the 2012 outlook, and we continue 10 beliexe 
jha? fiscaj. policies for 2013 wiil not be set before iak newt yea.  The 
immediae aRemath of the 203 2 presidentiai and congressional elec- 
tions should he anopportune tinie to strike a long-run budget cornpro- 
mise That would incorporate significant reforms to both taxes and 
spsnding. f‘L is important to recognize that, under crrrrent ia14, vev large 
automatic km increases and spending cu:S tvili Eke effect d the begin- 
ning of 2013. Like a smord of Damocles hanging over the US go\ern- 
metit, the proqpect of such a severe tiscal restraint seems likefj’ to, 
evenruaily, compel action. 

A s  noted, the JSCDR’s faildre to act wili likely have no direct effecr on 
fiscal mcacures in the pear ahead. The Congressioiid Budget Office 
(CBO’I and Joint Conimihee on Taxation (JCT) estimate fnat undcr 
current i a n  a combination of BCA spinding caps, the pariial Qhith- 
drawd from m i l i t q  operations in Iraq and Afghanistan, and other 
eupiriip tax provisions amount to $69 billion in 2012 - a “drag” of just 
Q 4% of the CBO’s estimate of fiscal 2012 GDP. Hosever, we continue 
10 b e k e  char Coigrzss %ill act soon to counteract alt of that drag - 
and to pro1 ide some modest net s ? h . A i ~  to 2012 groMth. 

Despixe the latest “process failure,” we expect B bi-partisan majority io 
agree to take action before year-end to prevent the scheduled expiration 
of the two percentage point (pp) cut in payroll taxes enacted a year ago 
as a “temporq“ fiscal host .  We judge that, with the economy SQII 
faltering. policymakers will deem it ill-adyked to risk the effects of a 
&cable ta;, Increase o f  mughb $1205n that would resuit from the res- 
ioration of the u~val payroli tax rates. Moreowr, we think. that Congress 
will also act to extend the life of the emergency unemploynierit com- 
pensation {EUC) program. Congress must enact. by mid-December, 
legislation {the “omnibus” spending bi%) to authorize on-going gov- 
ernment operations for fiscal 20 12. Thar *hust-pitss” iegis!ation uould 
1;kdy be the most surtabIe vehicic for extending tke payroil tax cu? and 
.he EUC program. Both we subject to -‘pay-go’‘ riles requiring &x or 
spen“dg offset5 ober a IO-year t ine horizon. but these rule:, could be 
warved as they were lad year. However. the pokrics sunoundtng the 
”‘Super tommrttee’s’‘ failure will make enactment of these measures 
more contentious. 

The loominp sequemahon would greatly magni& the 201.3 tigfrtcnmg 
of fiscai policy that is embedded G current kiw. Beyond a modcst fiscal 
drag in 2011. Lie fiscal diag in 20’13 under current poiicy grows stib- 
stantially. ’Rkc zpcndirig FdpS en&& in the BCA would reducc pro- 
jected discretronary spending in 2013 b! about $49bn but the se+uest+a- 
tion now set to be rriggered in January 2013 woulcl add cuts of mare 
than twice that amwant -- rooghly $1 1 I bn. In addition. CBO eitirnates 
that reductions in rroop deployment would shave about $53br1 more 
from outlzj s - for total spnding cuts of S214Sn, or 1.390 of GDP. Or, 
the revenue side. the expiratian o f  h e  Bush-era tau cutss failtire :o indev 
the AhiT (alrernative minimum tax> for inilation, and othcr expiring tax 
provisions total approximateiteiy $314 biliion, or 1.9% o f  GDP. The wm- 
hined spending cuts and revende from expiring tax provisions create a 
tota; fiscal drag ofabout 3.3% ofGDP in 2013. 

With the failure o f  the JSCDR, the BCA ntmdatcs: a “scqnestratioi?” 
procedure that results in autoaiatie cuts in both defmse and non-defense 
discretionary spenciing. Tiie BCA direc?s the Office of Managen:ent axd 
Budget (OXIS) To impose cuts through B specific formula and io be 
spread evenijr over FY20I3-21. They would a h  be divided evenly 
between the defeegse and non-defense programs, including entitlements. 
I-lowever, cuts to Medicare and certain health care progmms would be 
c;rppe:d at 2% for each fiscal year. 

Sequestration would shave more than 7% from planned defensc spend- 
ing o v a  the decade diead but other defense spending cats associated 
with reductions in rsoop deployment would cut mother 6% from de- 
fense outtays over the 10-year budget horizon. Defense Secretary Leon 
Panetta and Senator John McCain have warned of dire natiar,al security 
consequences resulting f ~ o m  such deep cuts. Resistance to the man- 
dated cuts in non-defense programs is likcly to be eqnatly inrense. ’In 
our view,. averting sequestration‘s deep cuts will become a Trioriry for 
many in Congrcss but doing so wili rcquim tlx sort of mbcr realign- 
ment of budget- priorities that eiuded the Super Conmiaee. The debt 
r&ngs agencies, which h2ve indicated that the Committee’s failurz \vi11 
not k id  to a quick downgrade of tJS debt may recogni-re this prospect. 

Our bzse.linc forecast ofthe economy in 2013 assumes Congrcss acts to 
off& mosf but nut ail, of these automatic changes after tile presiden:ia! 
election ia November 2012. XhiIe w e  retain the assumption that fiscal 
drag in 2013 wjlf be greater than in 2012, we remain confident that it 
will be substantially Iess t h  current law would require. 

The economic cost of  procrastination creates a powerful iAC3l t iVe  to 
finaIly take up the sons of tax and entitleme2t reforms that wi!l ulti- 
maiely be n~:ded to set US fiscal poli a sustairiahie path. The 
sequestrafion process triggered by the f a h e  of the Super Committee 
niagnifies tlie incentive to act. Both this sumnw’s debt ceiling debate 
and now the failure of the Super Committee may seem to reveal a dys- 
fixnctiona! government. But &hi?d ,it all: a consensus now appears to 
recognize the necessiy for refom. We believe that consensus will 
eventd!;  produce significant progress toward these iong-overdue re- 
forms shortly after :he 2022 election in order to avert the frigkerhg 
eonseyuenczs of sequsshiltion and other currexi~4aw budge: changes 
scht.dukd $0 rake effect early in 2013. 



The table below contains rewlts ofow semi-annual iong-range CONSEKSUS s x ~ z y .  There ar:: also Top IO and Bottom 10 averages 
for each variable. Shown are estimates for the years 2013 througb 2U17 and averages for the five-year periods 2013-20i7 arid 201 8-2022. 
.4pply these projections cautiously. Few economic. demographic and political forces can be evaluated accarately over such Iong time spans. 
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-_----I_ Averuge For The Year---------- 

COR'SEKSTSS D.5 1.8 2.8 3.4 3.7 2.4 3.7 
?. op 10 Average 0.9 2.9 4.0 4.3 4.6 3.4 4.7 
Botto~u 10 Average 0.2 0.9 I .6 2.2 2.5 I .5 2.6 

Five-Year Averages 
2013 2014 2015 2011 2017 2013-2017 2018-2022 - - -  

CUKSEKSUS 3.6 4.8 5.8 6.5 6.7 5.5 6.7 
Top 10 Average 4.0 6.0 7 1  7.5 7.7 6 4  7.- 
Eioaom I0 Average 3.3 3.9 .37 5.3 5.6 4.5 5 .5 

CONSEKSUS 0.8 2.2 3.2 3.8 4.0 2.8 4.0 
Top 10 Average 1.3 3.S 4.3 4.8 4 9  3,8 4.9 
Boaom 10 Average 0.4 1 2 2.0 2.6 2.9 1 8  3 .0 

CONSEKSC'S 0.6 1.9 2.8 3.4 3.7 2.5 3.7 
Top 10 Average 1.1 2.9 4,0 4,4 4 6  3.4 4.6 
Bottom 10 Average 0.2 1 .0 1.8 2.3 2 7  1.6 2.7 

CONSENSL s 0.5 1.7 2.7 3.3 3.6 3 3  3.5 
'fbp 10 Averaee 1.0 2.8 3.9 4.3 4.4 3.3 4.5 
f30ttom 10 Average 0.1 0.8 1.6 2.2 2.6 1.4 2.5 

CONSENSUS 0.6 1.8 2.8 3.4 3.7 2.5 3.7 
4.6 Top 10 '4verage i.2 3.0 4.1 4.5 4.6 3.5 

Bottom J0 Average 0.2 0.9 I .7 2.0 2.6 1.5 2 6  
CONSENSITS 0.8 2.1 3.1 3.6 3.9 2.7 3.8 

4.8 Top 10 AvzraRe 1.4 _.- 2 7  4.4 4.6 4.8 3, i 

0 -  

- -  
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TKCSUY ELE PO'L'C'ER 
STAFF'S F ~ ~ T ~ ~ ~ ~  OF I)ATi% E CASE 

DBCJCET NU. E - ~ ~ 9 ~ 3 ~ - ~ 2 - ~ ~ 9 €  
October 29,2012 

STF 15.2 

With reference to JJR-4, pages 3 through 8 provide an explanation and all underlying data for 
support of &e data in Column f 101 iabeled "LonpTei-ni Growth Em." 

~ S ~ ~ ~ ~ ~ :  October 23,2012 

Please see TEP Direct Workpapen 06.2l.xt~x {located in TEP's electronic darn room in TEP 
TestimonyiDirect~eed - Direct Testimony Workpapers\TEP Direct Uiorkpapers 06.2 1 (Zip 
fiic)], specifically in tabs Iismbered 5, 5a and 5b. axid 19,22,47_BGFF13f Imail.pdf> Bates Kos. 
TEP(039I )Of 0302-0'1 0320 (located in TEP's electronic data room in TEP 
T e s t ~ ~ o ~ y ~ D ~ ~ e c ~ ~ e e d  - Direct Testimony Workpapers,Citati~ns!. for the requested 
inforinat ion. 

~ ~ P ~ ~ ~ ~ ~ T :  

John J. Reed 

W r ~ ~ E ~ S :  

John J. Reed 

S ~ ~ ~ L ~ ~ ~ ~ ~ ~  October 29,2012 

Dr. Berry requested that TEP supplement this responce to include the definition of the 
Bloomberg field. Plcasc see below in.rcsponse tct his request: 

The Long Term Growth. rate shown in Column [lo] of Exhibit JjR-4 is the Bloomberg data field 
"Best - -  Est Long - tcrm-GrovlTh" which is defined by Blmnberg as follom s: 

Long Tern Growth Forecasrs are receiyed directly €rom contributing analysts, 
they are not cdcrrlated b) BEsr. '1Tv'hile different anaIyst3 apply different 
methodologies, the L,ong Term Growth Forecast generally represents an expected 
annual increase in operating earnings per share over the Gonipany's next fidI 
business cycle, In germal, these forecasts rrfer to a period of between three to 
five years. 

"BEst" is the acronym that Bloomberg uses to refer io their internally gencrated 
estimates. 

John J. Reed 

W T K E  SS : 

John S. Reed 



Exhibit SKB-12 

Yields on Long Term TIPS 

Period TIPS 
2003 
2004 
2005 
2006 
2007 
2008 
2009 
20 10 
2011 

Average 2.07 

Source: Federal Reserve 
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My testimony addresses the following issucs: 

Review of proposed changes to Tucson Electric Power's (TEP") Purchased Power and 
Fuel A4dj~tment  Clause (--PPFAC"') Filing 

Review of proposed changes to the PPFAC components 

Review of fircl and purchased power perfonnznce under ibe PPFAC since i t s  inception 

TEP's fucf m d  purchased power policies and proccdurcs 

TEP f i ad  and power procurement organizztion 

TEP powx plant pcrforniance 

Inventorj. cost assumptions in base rates 

TEP outlook 

A sumiiary of each issue f01lo.t~~. 

TEP has been rscovei5i-ig a portion of its fuel arid pwchased powzr costs through the 
PPFAC since .Tmuary 2009. TEP makes nionthly filings as agreed to in the Plan o f  
A4dminis~&on. With the sxception of Schedules 4, 10, 1 1 and 12. the filing is noii-confidential. 
From a management audit perspective. the confkiexitial portion of the filing t\ould be enhanced 
with greater firel pricc dctail for each station including JcIivered he1 prices ( ~ l t i c h  is actualIy 
required in the current Plan of Administration), other recoverable costs per the PPFAC. and 
identification of norwecurring cost items. In addition, as part of any future rate proceedings, 
TEP should prepare and file testimony rslated to fueI an purchased power costs. 

l h e  costs recovered unda  the PPk.4C: are d e h e d  by the Plan of , ~ ~ ~ n ~ ~ i ~ ~ a t i o ~ .  TEP 
has requesxed a number of changes to the PPFAC including the inclusion of b r o ~ e r ~ ~ e  fees, the 
inclusion of 100 percent ofthe proceeds from emission aflowance sales. and an ~ ~ ~ e ~ ~ ~ o ~  of the 
monthly filing period $om 30 to 45 days. Staff agrees with TEP with respect to these requests. 
'f'EP has also requested changes which Staff considers TO be either related to rate design and will. 
be addressed by another Staff witness. S t d f  hzs i ~ ~ ~ ~ ~ ~ e d  two cost itcnis relzted to the PPF,clC 
that it pmposes be handled in a manner that uro-uid require changes to the Plan 
The FIrst relates to proceeds related to the saIe of Renewable Energy Credits 
the 'TEP ftenewabble Energy Standards TadT which the Plan of ~ d ~ ~ ~ i ~ ~ s ~ a t ~ ~ 1 ~  does not address. 
As a resalt, TEP did not flow the procecds €ram rhe sale of sume RECs in ~~~9 th-ougli the 
PPFAC. The second item relates TO the costs associated with a fire that occurred at &e San Juan 



mine on September 9, 201 1. The San Jum mine srrpplies the San Juan powcr plant. TEP bas 
represented that the fire is an insurable event. It is reconmended that the costs associated wirh 
this type of insurable event nor flow through the PPFAC until after the insurance coverage has 
been determined arid such claim paid and then only if the non-insurable portion cannot be 
recovered in another m m e r  and/or is deemed to be prudent. Consistent with this 
recommendation, it is recomrnendtd tfiat these costs net of TEP‘s skare of the ~ e d u ~ t ~ b ~ e  be 
removed from PPFAC recovery. 

It is Eurther recommended that the Plan of ~ ~ r n ~ ~ i s ~ ~ ~ ~ o ~  be revised to incorporate the 
documentation r e c ~ ~ ~ e n ~ ~ ~ i ~ ~ s  from tfie Cornpfiarice Audit of &e PPFAC conducted by the 
TEP internal audit services. Fically, it is reconmended tbat the Plan of A d ~ i ~ s t ~ a ~ i o ~  be revised 
to require maagernent audits be conducted, as required by Staff 

I rmxiewxi the fad a d  power purchases since 2009 and found &e costs to be prudently 
incurred based upon the respective energy markets and the prevaihg policies. The one exception 
relates to TEP‘s decisictn to with regards to sulfur credits. 

Fullowing Decision KO. 70628, YEP filed a Fuel ~ n i p l ~ i n ~ i i ~ d ~ ~ o n  Plm on Mar& 2, 2009. 
TEP reported it had prepared a Fuel ~ ~ ~ ~ ~ ~ e r n e n t  Manual. The Coal Procwement Procedure, 
‘v~bich was the suktject of tile specif?c directive, was included 112 the filing. The Hedging Policy 
was also provided trritb the Fuel I~nplementation Plan. In response to data requests in the crrrrcnt 
case. ‘TEP provided the most recent versions of tfie Fuels Depar2313ent h&mual, the Hedging 
Policy, and tfie Energ). Trading Policy. The Fuels Departmcnr ~ a ~ ~ l  is comprehensive and 
contains the correct infonnation. As a document, it would benefit from either the renioval of 
many of the insercs or die relocation of the inserts to an appendix. The Hedging Policy should he 
updated to refled current market conditions and should produce a IIedgixig Plan consistent with 
the requirements of the Hedging Policy. 

The number of personnel assigned to litel and power procureinent activities is generally 
appropriate to TEP“s size. That being said, there is insufficient redundancy in the solid he1 area 
and that there are organizational issues with respect to the Kisk Manager and the Risk Controller. 
Specifically, it is recomneiided t l ~ t  the Risk Manager not have aiy coimercial duties aid rbe 
Risk Manager and the Risk Controller h a w  different reporting lines consistent with leading 
industry practices. 

1 reviewed TEP pcr€ormancc by rcvicwing giant ayaifability rates, insentory 
management, coal plant capacity €actors and heat rates versus other coal plants in Western 
Electricity Coordinating Council (“WXCC’)? and coal plant fuel costs. The gas plants generally 
had higher a ~ ~ ~ ~ ~ b ~ ~ ~ ~  rates than the coal plants. Navajo had the best availability of the cod 
plants with Springcwiifc nut too f a  behind. TEP has not been w r y  successful in ~ n ~ a g i ~ ~  its 
inventory levels. At Sundt, coal. stockpiles have c o ~ s ~ s t e ~ ~ ~ ~  nun above target Ievsfs as the result 
of a strategic economic decision to bum gas. AT ~ ~ ~ n ~ e ~ ~ ~ l e ,  there was rn extended period 
when ~ ~ v e n t o ~  Ievsls were belo& tsget- ~ ~ u ~ ~ s .  ~~~~n ’IT3T;,,CC the relative rankings of the 

and highest capacity €actors within $he TE ~ . Overall, with the ion of Sundt: the 
TEP plants generally ~ ~ r ~ o ~ ~ ~  In the top 50 percent of TJ%GC cud ‘Ilritfrin the TEP 

plaits chmgcd between Tears with Kavajzjo ~ o i ~ ~ r s  c o ~ ~ e t ~ ~  lowest heat rates 



system, Springerville, Navajo 2nd Four Comers have the lowest coal costs while Siindt has the 
highest. 

I reviewcd the inventory levels TEP proposes to iiicIude in base rates. I agree with the 
nietho~oIo~y in the d e t ~ ~ ~ n a ~ ~ o i i  of tons but questions the associated coal prices. The coal costs 
for the San Juan generating plant appear to include i ~ o n - r ~ c u ~ i n ~  costs, such as an audit 
acfjustment. as W G I ~  as rhe costs associated u7itfi the mine fire. hi addition, the San Juan costs 
inchide back end costs, e.5.. ash disposal. xx7hich are costs that have not yct been incurred. Staff 
proposes to ad<jusr the SUI Juan costs for these additional items and the price for ash disposal at 
the Sundt power plant. 

There i s  enormous Lmcertainfy as to the status of several coal plants in the TEP s ~ s t e m  
because maiy  of TEP's coaJ plaits may be required to retrofit selective catalytic reduction to 
reduce ernissioos of nitrous oxide (-'NO$'} in order to comply with regional haze requirements. 
As a result, the l'uture of one or more of units may be in jeopardy. To the extent that any of the 
w i t s  arc retired early, therc may be firel-related cost conscquences as the existing coal contxacts 
niay continue beyond &e new plant retirement dates and/or the tonnage under the contracts wi11 
be lower which could affect certain unit costs. In order to Emit TEP's exposure to additlorial 
coal Costs, TEP will need to assert its rights in all contract renegotiarions. TEP should develop a 
plan that addresses the potentint costs and strategies lor their mitigation. 
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I. 

Q- 
A. 

A. 

v. 
A. 

A. 

PIeme state your names an 

h4y name i s  Emily S. Medine. My business address is 1901 N. Moore Street, Suite 1200. 

Arlington, VA 22209, 

usiness address. 

By vvihoin are you ~ ~ p ~ ~ ~ ~ d  and what is your position? 

I am employed by Energy Ventures Analysis, Inc. ("EVA'); where I am a principal. 

uties and r e s ~ ~ ~ s ~ ~ i ~ t ~ ~ s  in that ~ ~ ~ ~ ~ ~ 0 ~ .  

EVA is a consuXtiiig Ern that engagcs in a mxir-iety c?f projects for private and public sector 

clients. These consulting projects are related to energy and e ~ v ~ r o ~ ~ n ~ a l  issues, In the 

energy area, much of our work is related to malysis of the clcctric utility industry, hell 

markets, particularly coal, natural gas. oil, and petroleum coke, and the transportation 

thereof. Ow clients in lhese aeas i~c;fude coal, oil and natural gas producers. electric 

utiiity aad industrial energy consm~exs, and energy transporters. We also work fur a 

number of public agencies, such as regulatory commissions and the W.S. ~~~~~e~~~ of 

Energy, as well as intcrsenors in utility rate proceedings, such as consma- counsels m d  

~ ~ ~ ~ c i p a l j t ~ e s .  

I received a BacheIor of Arts degree from Clark Ijakersity in 19'76 and a Masters in 

Public Affairs from the ~~~~o~~ Wilson School o€ Pubtic and fritemtional Affairs ai 

P ~ ~ c e ~ ~ ~  University in 1978, 1 ha-ve been with ET'A since 1 rior to that, I vlrorked 

NSOL Energy), Energy and Em i r ~ ~ e n t ~  

,4Fns?Iysis, Inc. t"EEh") m d  

yatiety of €ue!s-related c o n s ~ i l ~ i ~ ~  work for &he electric utility industry, i ~ c ~ u ~ i n ~  hcl 

supply strategy studies, markct analyses a d  price forecasts. I dso audit the 
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md performance of electric utiIity fuel supply degastmenrs and prolide testimony to 

public senice commissions. My resume is included in Exbibit EVA-1. 

A. 

Q. 
A. 

A. 

A. 

n whose behalf are you appearing? 

I am appearing on behalf of The Arizona Corporalion Coinmission f'hCC" or 

"Comiission"j Utilities Division Staff (i'Staff"). 

Have you previously fikd testimony before the Arizona Chrporation Commission? 

Yes. 1 Iiave filed. testimony in the Matter of rhe Filing by Tucson Efeclsic Power Company 

(I-TEP" or "Conipany") on hehalf of Staff to Amend Decision No. 62103 (Docket No. E- 

01933A-05-0659) and the hfat2L-r of the Application of TEP for the Establishneat o€ Just 

and Reasonable Rates and Charges Designed to Realize a Reasonable Rate on the Fair 

Value of its Operations Throughout the State of Arizona (Docket No. E-01933A-07- 

0402). 

fu what other jurisdictions have you filed testimony? 

T have filed testimony on multiple occasions before the Public C'tilities ~ ~ ~ ~ ~ ~ s s i ~ ~  o f  

Ohio, rhe West Virginia Public Service ~ o ~ ~ ~ s ~ o ~ .  Indliam Utili5 Regulatory 

~ o ~ ~ ~ ~ s s i o s ~  and the Kova Scotia Utiiities and Regulatory Board, I hwe also worked on 

several occasions for .the seveif regulatory commissions that are r ~ § ~ @ ~ ~ ~ b ~ e  for regulating 

PaciGGorp. The se~vm stales are ~a~~~~~~~ Idaho, ~ ~ o ~ ~ ~ a ,  

m d  ~ ~ ~ ~ j n ~ .  

The purpose of the testimony is to present findings regarding the following issues: 

The purpose of the tesrimony is to present findings rcgarding the € o ~ ~ ~ ~ ~ ~ ~  issues: 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

I1  

12 

13 

14 

15 

16 

17 

19 

20 

21 

22 

23 

24 

25 

3c 

2; 

Direct Testiniony of Emily S. Medine 

Page 3 
Docket No. B-03933A-12-0291 

P 

e 

e 

b 

e 

e 

e 

6 

6 

A. 

TEP's PPFAG mecharlisrn including any recornxiended revisions to the Plai  of 

 stration. on. 

A prudence audit of YEP'S PPFAC Em all years sirice the PPFAC was initiated in 2009. 

TEP's fucf and purchased power procurement policies and prr~cedures. 

Review of plait operatkg performance 

Review of system sitnulation rnodel(s) 

Review of mode1 uscd by day-ahead traders 

Review TEP's use of hedging for both natural gas and power 

Review of internal a i d  external audit reports on the ~ r o c u r ~ ~ ~ ~ ~ t  of hcl and purchased 

pOWeF 

Review of Fuel ~ ~ ~ ~ ~ i ~ e n ~ t ~ ~ ~ ~  Plan filed on March 2.3009 

Please s~~~~~~~ your tesa-inzoay. 

TEP has been recovering a portion of irs fuel and purchased power costs th~ougfi the 

PPFAC since January 3009. The costs recovered under the FPFAC are defined by the Plan 

of A ~ ~ ~ ~ ~ ~ i s t ~ a t ~ o ~ .  TEP has requested a number of changes to the PPFAC indudbig the 

inclusion of brokerage fees, tihe inclusion of 100 percent of the proceeds from emission 

allow~mce sales and an increase fro~ri 30 to 45 days for the monthXy filings. Staff agrees 

with TEP with respect to tliese three items. Staff is recoxmiending sorerd chnges to the 

PPFAC as well. The other requests qEalify as rate design and will be addressed in ACU 

Staffs rate design tes'iimonl-. . Staff notes that TEP is not fully compliant with respect LO 

the Plan of ~ ~ d i ~ i ~ s ~ a t ~ o ~  which requires among other things that TFP reporl fuel costs 

'by plant (Section 9.2.A.5). 
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have flowed through the PPFXC miless TEP had received specific Commission approyai 

for an alternative treatment. TEP received authorization €or a PPFAC in its Iast rate ease. 

ocket No. E - O 1 9 3 ~ - ~ ~ - O ~ ~ 2  that iiicluded coal costs, which TEP records in Account 

501 but the approved PPFAC did not iriciude lime expense, which TEP records in Account 

502. ’In aI1 periods prior to 2009, TEP had recorded sulfix credits as a reduexion to coal 

expeiise in account 50 1. The sulfur credits rcprescnt a c o ~ t ~ a ~ ~ ~ ~ l l ~ - ~ a s e d  ad-justment 

that reduces the cost of cod when the cod delivered contains higher sulfur content. ’Fhe 

higher thc sulfur content of the coal, the higher the contractuatly based sulfur credits are. 

approval for this accounting change, and because sulfur crcdits are a contrzcctual price 

adjustment to the cost of coal. EV-4 believes the sulfur credits for the period 2009 through 

2012 that TEP recorded in Account SO:! should have been recorded in Account SO1 as a 

compoacnt of coal costs and should be applied io reduce the PPFAC costs for coal that 

TEP charged to ratepayers f i r  those yeas. Moreover, the s u l k  credits (which arc a 

reduction lo TEP’s cost of coal) s~~~~~ be recorded in Account 501 and ~ r e ~ t e ~  to 

PPFAC costs on a going fanvard basis. 

wing thc thcc-yca period, coal gencratian ~~~0~~~~ for about 90 percent of 

~enera~~on.  On ai absolute basis: ~ ~ ~ ~ r a ~ j ~ ~  from gas a id  renewables increased during 

this period. Also during lhis period, average coal prices increased while the prices for 

natural gas and purchased power declined, 
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TEP bas a Fuels Department Manual, a Hedging Policy, and an Energy Trading Policy 

which guide most of the activities under the PPFAC. The Fuels Department Manual is 

comprehensive. The Kedging hlanuaf. should be updated to reflect current market 

conditions. 

The numbcr of pei.soiunel assigned to ke l  and power procurement activities is generally 

appropriate to TEP’s size. That being said, Staff believes there is insufficient redundancy 

in the solid Euel area and that there are o ~ ~ a ~ ~ z a t i ~ ~ i a ~  issues with respect to the Risk 

bfanager and the Risk Controller. 

Staff found &e TEP gas plmts to have higher ~ v a i ~ ~ b ~ ~ j ~  rates rlim the coal plaits. 

Navajo had the best availability o f  the coal plants with Sprlngerville iiot too far behind. 

TEP has not been very successfuf in managing its inventory levels. At Suadt, coal 

stockpiles have coiisistentfy ran above tzget levels, uhich is the result of a strategic 

economic decision to burn gas. At Springervilie. there was an extended period when 

inx-entotory Ievels were below target amounts. Widiin the Vi-estern Energy Coordinating 

Council ~‘%tF,CC’*) the da t ive  rankings of the TEP plants chttnged between years with 

Navajo and Four Corners competing for the Lowest heat rates and highest capacity factors 

within the TEP system. Overall, with the exception of Sundt, the TEP plaits generally 

performed in the top 50 percent of WEGC coal plants. U’ithin the ‘fEP system, 

Sprhgervik, Navajo wid Four Corners hrnve the lowest cad costs while Siilpcft has the 

highest. 

Staff re~iewed the ~~~~~~~~0~ fe-iels TEP proposes to include in b a x  rates. Staff COIIGUTS 

ohgy in the d ~ t e ~ i ~ ~ ~ l i ~ n  of tons but questinis the associated coaf prices. 

e San Juan coal price appears tu include n o n - ~ e ~ u ~ ~ ~ ~  costs and San Juan md Sundt 

Staff also rices appear to include j d e n ~ ~ ~ a b ~ ~  back e& costs, cg., ash dis osal. 
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recognizes that i€ the sutfur credits included in the calculation of the lime costs are moved 

to the PPFAC? the lime costs in the base rates %-ill need to be restated. 

There is enormous uncertaiiity as to &e status of several coal plants in the TE 

result of Regional Haze requirements. There may be significant fuel cost consequences for 

TEP custoiners that need to be carefully considered. Ih-ith respect to cod costs, there are 

existing coal contracts that could continue beyond plant operating dales or that wilj be 

restrucrurcd to rcnect lower tonnage numbers. 

Please summarize your recommendations. 

With rcspcct to natural gas and purchased power, Shff recommimds: 

0 TEP should prepre a ConlpkTe natural gas hedging plan consistent with the 

rcquirements outlined in thc ltcdging X4mcraX. 

TEP should revise its hedging strategy for natural gas and povler to reflect the 

fundxtientd changes in the energy markets. 

The Risk Manager should not have any comncrcial duties. 

The Risk Controller and Risk Manager should have different reporti21g lines. 

0 

e 

e 

With respect to svlid fuel, ~ ~ ~ ~ r e ~ o ~ ~ ~ ~ ~ s :  

e TEP should retunt the sulfur credits it received under its coal supply agreement to 

lkie costs that TEP recorded in Accou~nr 502 by e amount of sulhr credits. 

associated with the San Juan fire except TEP's share of the deducrible. To 
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die extent such costs have already been recovered in the PPFAC, they should be 

refunded 70 customers. Subse uent to &e insurance settlement, TEP should be 

allowed to then seek recovery of any mecovered costs that were piudeixly ir~cui~ed 

though the PPFL4C. 

TFP should reduce the unit cost of coal in ~ ~ ~ ~ ~ i ~ i n ~  cost o f  coal. in inventory by 

non-recurring costs and ash handling costs. 

TEP should add resources ro the solid fuel group lo develop additional support for 

current solid fuel activities, 

TEP should develop a plm to mknirnize solid f i e f  cost conseqrrences of any decisions 

to retire plants in response to regional haze requirements. 

e 

e 

e 

Witk respect to the PPFAC, Staff recommends: 

a TEP should comply with the Plan of Administration in its PPFAC fiIings with respect 

to the reporting o f  fuel costs by plant. 

TEP should expand the required representation letter required by the Plan of 

~ ~ ~ ~ ~ ~ ~ ~ ~ s ~ ~ ~ t i ~ i i  to iriciude a statement that no Company interpelations of PPFAC 

i n c ~ ~ d ~ b ~ e  costs or accounting adj ustnients were made to increase the PYFAC: without 

full disclosure to and. approval by the Commission. 

PperformanceirnanaSement audits of the PPFAC may be required by Staff. The 

Company, at the direction of Staff. should fund the audits. 

The Plan of A d i ~ ~ ~ i ~ t r ~ ~ ~ ~ ~  sfiould be rniodified to include proceeds f ~ o m  the s d e  of 

renewable energy credits (""RECs") that do not flow through Renewable Energy 

~~~~~~~~~ Tariff io customers. 

The Plan of = ~ d i ~ ~ ~ ~ ~ ~ r ~ ~ i o ~  shctirid be changed to incorporate the ~ ~ c u ~ ~ ~ ~ ~ ~ ~ ~  

r ~ ~ o ~ e ~ ~ ~ t ~ o ~ s  from the ~ o ~ ~ l ~ ~ i ~ ~ e  Audit of the PPFAC conducted by the internal 

audit services. 

o 

oi 

e 
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LVitH respect to the cost of inventory to be included in base rates, Staff r ~ ~ o ~ i ~ n i e n ~ :  

e The cod prices for each plant should he adjusted to exclude non-recurring costs 

and identifiable back end costs that have not yet been incurred. 

%11. 

Q. 
A. 

117, 

Q. 
A. 

A. 

~ ~ ~ A ~ 1 Z A ~ ~ ~ ~  

How is your testimony nrganixed? 

The next section discusses the Fuel and Purchased Power Audit, which contains an overall 

summary of perfommice followed by discussions of coal, gas and power. The mxt 

section discusses pcrfimnance benchmarking. The final section provides audit 

conclusions. 

FUEL AND PlJKUHASED POWER GlBIT 

Please describe TEP’s generating s-jxtem. 

TEP ov,7ns dl or part of 12. gmcrating plants with a total owned capaciq of about. 22 

gigawatts (~~GW”). (Exhibit EVA-2) About 60 permit of TEP’s capacity is coal. TEP 

operates the Springenilk and Sundt coal plants; TEP oxms a minority sharc in thee other 

coal plants which are operated by other parties. ‘l’f-te remaining capacity consists of three 

wldp-owned natural gas-fired combustion turbines, one jointly owned namal gas-filrcd 

combined cycle, and some solar. 

cc ‘een 2 

Exhibit EVA-3 provides generation by kel type, posvcr purchases, and average fuel casts 

for 2009, 2010, 2011, an avcrage of e three years, 2008 results a i d  tlit: percentage 

change between the time-year average and 2006. ”c’hiie overall generation has increased 

in each of the tast three years, it still remaim below 2008 levels utera21. Ar’erage coal 

generation for 2009 ;bough 201 1 is 9.5 percent betow coal ~ ~ ~ c ~ a ~ i ~ ~ i  in 3008, Average 
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namrd gas generation for the tlu.ee years is up by 14.8 percent and average puchased 

powier for the thrce years is up by 5.6 percent. 

%-it11 respect to kel  costs, average coal costs for the threc-ycar pcriod are over five 

percent highcr than 2008 costs. Both average iiaturaf gas costs and power purchase costs 

are materially below 2008 levels. 

ow did each plant ~ ~ r ~ ~ r ~  during the 2009 to 2011 period? 

The performance by plaxxt is sranungrrizcd on Exhibit EVA-4. Springcwille provided about 

half of in-system generation in each oftfie three years. The next most signiEicant is San 

Juan which provided about 20 percent of in-sy-stem generation. Coal prices at all of the 

cod  plmts increased tlxougli the period with the exception of Sundt tvhich experienced a 

large decline in coal price in 201 I due to the expimion of a high-price cantract. Sa11 

Juan’s 201 1 coal price was inflated bccause of several. factors relatd to a mine fire aid ilx~ 

aud iz c? dj ustm cnt. 

ow is fael procure 

Fuel ~ ~ o ~ ~ ~ e r n e n t  falls under the respons~bi~i~ies of the Senior Vice President, Operations. 

As shown in Exbibit EVA-5, ~ ~ s ~ o n ~ i b i ~ i ~ ~ ~  for power and gas lies with the Senior Director 

Wholesale Contracts and Administration; the responsibility for coal ties ~7ith the Director 

of Fuels and ~ ~ ~ o ~ e s ~ ~  Marketing. 

~~~~~e ~~~~~i~~ sys tern. 

ItZost of “‘s i ~ ~ ~ ~ l l ~ d  generation is coal. As shawi in E~~~~~~ EV,1-3, during the period 

2009 throngh 201 1. coal generation accounted far about 90 percent of generation. Coal 

~ ~ n e r a t ~ o ~  has been d ~ s ~ r o ~ ~ r ~ i ~ ~ ~ ~ ~  to its capacity because of its lower cost. 
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lease explain the overall coai s ~ p ~ ~ y  for the TEP plants. 

The cod supply for rhe TEP plants is summarized on Exhifirit El:A-ci. This coal supply is 

best understood in context. 

The San Juan Basin is on the northeastern part of New Mexico and the adjoining part of 

soutliweslern Colorado. The Ssfll .Tw Basin is divided into a ~iuniber of individual 

coalfields. Coal production in New Mexico dates back to the 1880‘s hut had all but 

disappeared by the fate 1950‘s due to [he change from the steam engine to diesel and 

increased use of izatwd gas. 

In the second half of Ihc twcnlicth ccntury. high gyowrh in electrici’ry demand prompted 

the coiistruction of‘ coal-fired power plants in concert irvith kh.he construction of new cod 

mines which suppJied the pImts under long-lerni contracts. Pittsburg & hfidway opeiied 

the hlcfiiiilcy surface mine in 1963 (,.lirizona Public Service‘s Cholla plait started 

operating in 1962) and Vtah international' opened %he Kavajo mine in I963 (Four Comers 

power plait started operating in 1963) aid &c San Jum mine in late 1972 (San Juan 

power plant started operating in 1976). In 1982, the Lee Ranch mine began p r ~ ~ ~ i ~ ~ i o ~  

(the Springertille plant stlrrled operating in 1985). The Lee Ranch mine .;.rkich had been 

developed by Saita Fe Industries was “‘traded” to Haison. wbick ultimate12 becane 

Peabody in 1994. 

The coal industry in Arizona, unlike Sex7 Mexico, did not develop until utili@ plants were 

built a t d  designed €or it. The coal reserves in Arizoiia me c o ~ c ~ ~ t r ~ t ~ ~  in the Hack Mesa 

region which is in Ka.i.ajj0 countrq.. Tl%o large mines wcre developed on these resen-es: 

ohave generating lack Mesa mine, whkh was de\ieIoped 10 supply the now-closed 
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statio11 and the Kayeiita mine, which vias developed to supply the Kayajtjo Generating 

Stzition. The Kayenta mine started producing in 1973; Nayajo $1 started operatitirig in 

1974. 

Of the mines discussed above, only two (McKinley and L,ee Ranch) developed 

coxxlmercial rail access. TEP initially looked to Mcf;inle>- for thc supply to Sun& 

(formerly Irvington) for the coal conversion. With the closure of McGnley and a 

competitive coal market in the Rockies, subsequent purchases for Sundt resulted in a 

x aried coal supply. 

The deselopment of the Powder aver  Basin. which is a huge deposit of s ~ b - b ~ ~ ~ ~ n ~ ~ s  

coal lying in northern W ~ o ~ ~ n ~  and southeast Montana, changed the cod supply 

landscaps in the weaern United States. From very littfe pj-odnction in the 1970’s, the 

Powder River Basin grew to an mmal production rate of dniost 500 million tons. The 

growth in production is attributed to three primary factors: cost, quali+tyt and cornpetitiye 

~ ~ s p ~ ~ ~ t ~ o ~ ~ .  The coal is not very deep and the use of super-sized equipmezit (e.g., 

draglines, had trucks, etc.) kept coal minilzg costs relarively Low. The coal in the Powder 

River Basin is very low in s u l k  which made it m attractive fuel for many pow-er plants in 

order to meet e ~ v ~ ~ o ~ i e ~ t a ~  requirements. Finally, the addition of a second railroad in the 

Powder River Basin in the 1980’s resulted in signiticaat rail competition and competitive 

rates to nimy markets inclding those iai the eastem Lnited States. 
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A. 

What changes have a c ~ ~ ~ ~ e  

The period between 2007 and 2012 has been a particularly turbulent one €or coal prices as 

shomn in Exhibit EVA-7. 

In ~ 0 ~ 7 / ~ ~ 0 ~  strong glohd coal demand combined with a relatively weak U.S. dollar 

increased the price of US .  coals.3 The piices for ~4ppdacIiiai coals more than tripled 

between June 20Q7 and .My 2008. As a result, Appalacfiian coal producers sought to 

dived coal supplies into the export market and eastem utilities looked to other sourms of 

coal to “baclifilf” their demand. The prices for Rockies coal, which is the natmal 

substitute for Central Appalachia coal because of its quality claracmktics, also increased 

abciut tlxee-fdd allhough the increases lagged Appalachia prices. 

The global financial crisis .i?.hiciCf_l started in the second hall of 2008 caused coal d e n i d  to 

fall aid prices to plumiet. Utilitj coaf burn declined by over 100 niiflion tons in 2009 (as 

coinpared to 20(?8) as a resuit of reduced electricity demand. Hy the end of the first 

quarter of 2009, coal prices had fallen to almost tlieir pre-surge lev& Pricing at that time 

did not mean too much, however, as the market i+as not Irerq’ Iiquid as most utilities were 

in an over-committed position. 

Economic recovery combined ~ 5 t h  metallurgical cod supply ~ ~ ~ r u ~ t i o n s  in Australia in 

early 2011 increased gl&d priccs €or ~ ~ i a ~ l ~ ~ ~ ~  coals which also strengthened the 

market for Appalachia coals. Prices did no2 rise to the levels experienced in 2008 but 

i ~ ~ ~ ~ ~ e d  to ksets above the historic trading range. Prices for other coals also finned but 

id not rise by the s m c  m 

I 

Global mal trade is L.S. d o l h  ~ e ~ o ~ ~ ~ ~ ~ .  As Ausmlia is ibe largest exporter of coal, the r ~ ~ a ~ i ~ ~ ~ ~ ~ ~  beween 
the U.S. and Austraiiaa dollars aFecr The market price for coal. The weaker the 13.S. dollar relative to &e Ansnzlian 
dollar, .the higher the coaI prjce. 

3 
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Since 20 t 2. coal prices have fallen rapidly. The current soltriess in the market is primarily 

due to low n m r d  gas prices which have allowed namd gas-combined cycle generation 

to displace considerable cod generation. 1n 2012. it is estimated as much as 200 million 

totons of coal will be displaced as a result of low natmal gas prices. M a y  utilities, who 

wcre not expecting &e change in the relative c ~ ~ ~ p e ~ ~ ~ j ~ ~ ~ e s s  of their coal-fired 

generation. found thenlsefses os-er-contracted for supply. Simjfarly, cod producers found 

themsehcs over-produced. As a result, coal prices have fallen as the excess supply is 

addressed. 

Q. 
A. TEP is somewhat but not completely insulated from the market changes due to the nature 

of its coal supply. Most of the coal TEP purcliases are pursuant to long-term C O I X ~ G ~ S  

with. pricing mechanisms. %e exceptions are the Sundt plant which is supplied under 

short-term agreements v,fiich expose Qc plant to iuarket pricing when the coal is 

purchased and Springerville I & 2 whose enIire requiremen%s are nal; satisfied by the 

xvliose coal price 

Tile impact: of thc chaslging market is most apparent at Sundt. The delivered price of coal 

to Smdt fell by almost 40 percent between 2009 and 201 I due to the declining price of 

Rockies coal. 

TEP's coal supply has been directly aeected by fow natural gas prices. Simdt. which is 

able to burn coaI or naturd gas, burned s ~ b s ~ ~ ~ ~ ~ ~  quaitilies of natural gas in 201 1 and 

most of 303 2. As a result, &fie coal pwc ascd for Sundr for this period 

addition, the coal bum at the other TEY plmxs eclined year-to-date 2012 due to 10%' 

nakaf gas prices. 
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A. 

Q. 
A. 

Are there any other cod industry issues that have or are expected to affect the cuaI 

supply to TEP ~ ~ ~ ~ t s ?  

There are at least tw-o industry issues that have affected 01: are expected to affect &e coal 

suppIy to TEP plants: safety and new environnier;tat requirements. 

What are the issues related to mine safety? 

Goal mine safety became a prominent issue in 2006 fooUowing the tragedies at the Sago 

and hracoina mines in the east. h June 2006: Congress enacted the Mine improvement 

and New Emergency Response Act of 2006 (‘cMIKER Act”) wxlich amended the Federa1 

Mine Safety and f5ealth Act of 1477. The I’vIEEK Act requires each ~ d ~ r ~ r o u ~ d  coal 

mine operator to hate a ulitten, approyed, and regularly updated accidenr response plan 

that provides fo’r the evacuation of all individuals in the mine in the case of an emergency 

and pro\ ides for the maintenance of any individuals trapped undergrouiid. Spzcifically, 

the plan must pro1 ide for (1) redundant means of coi~m~unica~ilion, ( 2 )  a tracking sys‘tem 

(consistent with comniercialiy available teclinologyj that atloivs for above ground 

pcrsonncl lo detcmiinc thc location of dl underground persoimd, (3) adequate caches of 

breathabk air in 30 minute ixiaements in the escape ways, (4’) Ii€efi~es consisting of 

flame-resistant materials to direct personnel out of the mine, (5) training, and (6 )  

coordination with lo& autkoritics. fn addition, each ~ ~ ~ e ~ ~ ~ 3 u ~ ~  mine uith more than 36 

employees had to have availabIe two mine rescue teams. 

Subsequent to the 34 R Acr, two other major indusq- aceidenti; occurred. In August 

2007, nine died (six miners and thee rescue workers) at Grandall Canyon in Utah: in 

April 2010, 29 miners died €oflowix?ig m explosion at h4assey Eacrgy‘s Cpper Big Brawh 

mine in West Virginia. 1 ~ ~ 1 ~ e s ~ ~ g a ~ ~ o ~ s  into both accidents cite safety violations and 

inadequate en€orcernent by the Minc Safety and 1-Ii;altb Administration (‘‘MSI LA”’) as 

factors. 
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A generd consequence of the Mh€R Act aid the subsequeiil Crandalt Canyon and Upper 

Big Branch mine disasters has been increased underground mine safev requirements, 

increased underground m iiie sdety inspections, and greater attention to potential pattern 

of violation dl of which are reflected in mine p r ~ d u c t ~ ~ ~ ~ ~  and production costs. MSHA’s 

decisioii to have the San f u m  mine seated following the themial event may have been a 

consequence of this new vigilance. 

A. 

A. 

A. 

What axe the issues related to new e ~ ~ ~ ~ o ~ ~ e ~ ~ a €  ~ e q ~ ~ ~ ~ ~ ~ n ~ s ?  

Tliz two most imedh tc  issues are compliance with the Mercury and Air Toxics 

Standards (‘‘M4TS”) and the Regional Haze rules. 

ilccording to TEP, mercury and/or particulate emission eoiitrot equipment may be 

required at Navajo, Springenifle, and Four Corncrs to comply txiith MATS. Tha ,, exact 

costs depend upon the Type of equipment. If only mercury controls are required, the 

capital costs are relatively modest. The baghause, which may also be required a1 Xavajo, 

could cost TEP about $43 million for i ts share of the pfaiit. 
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A. 

‘s plants affecte . 
According to TEP, regional haze replations requiring emission control upgrades are not 

applicable to Springerille at this time md are not likely to impact Springerdie 

operations until 2018 or later. I‘XP is unsrm whether Sundt LJnit 4 will be aEected by 

regional haze compliance issues arid is expecting a proposal horn EPA in December 2012 

to provide chuitj on the matter. Given die size aid age of Sundt Unit 4, it would be hard 

to justify significant capital investment for the unit to stay on cod given its aatmal gas 

firing capability. 

At Sui Juan, “(t)he current federal plan from the EPA requires installation of selectice 

catalytic reduction - SCRs on all fcmr San Juan units by September 3016 .... In October of 

fhis year. the State of Nev\7, Mexico released a proposed modified pIaii that it presented $0 

the EPA as an altcmative to the federal implemzntation ptan. The modified plan includes 

among other things the retirement of Sal Iuan Tinits 1 and 2 by December -31, 20x7 and 

the inscallation of selective lion-catalytic reduction techiiologj on San Juan Units I; and 

4.. . ~ The modified plan would require seT-era1 actions by tliird parties before it c m  move 

forward as well as approval by o w  Board of Directors and the Arizona Corporation 

Cuizmission. If San Jum Uiiits 1 and 2 are retired by December 31, 2017, TEP would 

request Commission approval to recover oyer a reasonable term ail cost associate 

the early retirement of those miits.” LTS Energy ~~~~~~ Paul Bonavia ais0 noted That 

TEP is ‘ ‘ ~ ~ ; ~ ~ ~ a ~ ~ ~ ~  varjlrious replscernent sesu’ke resources in the event San Jrrm I and 2 

are retired early. That includes a pussibiliv of e ~ c h ~ ~ ~ i ~ g  part of TEP’s ounership in San 

J U ~ I  one ami t-cvo for a portion of San J U ~ E  3 or ~ a n  J U ~  4 or b~ th : -~>~  
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A retirement of Sa l  Juan CiGts I atid 2, whether TEP receives a share of Lr&s 3 and 4, 

would decrease the toils rcquired by San Juan with likely cost consequences to the 

r~~~~~~~~ O M ~ ~ S .  It could also impact final mint: reclamation costs. 

Navajo and Four Comers we located on the Navajo Indian Reservation and therefore are 

not subject to state regulatory jurisdictions. The EPA oversees regional haze plaming for 

these facilities. 

At Nawjo, Salt River Project (?XI”‘), the operator of the p h t ,  has indicated comcm if 

SGR‘s are mandated. Currently, emissio~?~ from Navajo are controlled by hof-side 

electrushtic precipitators rESPs“’), wet limestone scrubbers: a i d  LowN 

Separated Overfire Air (“LI”SOF.4”’). The ESPs reduce pasticuiate matter by 99 percent 

and the scrubbers reduce suffix dioxide (“SOn-.) emissions by more than 95 percent. 

LPt’B.’SOF-%, reduce KOx emissions by abou~ 40 percent. SRP has indicated that if SCR 

rctroijits are reqiiired, the plant is at risk. A decision by EPA is expected by year end 

2012. 

At Four Corners, rhe ament plan is to retire Units 1-3. Arizona Public Sen7ice (“*APS”’). 

the plant opemtor, is in the process o f  buying Southern California Edison‘s (L’SCE’-) 739 

hfW interest in Units 4 and 5. YCE is being forced to sell its interest in the plant by 

cdifO&d”S g r e ~ ~ h ~ u s e  gas emission policy. TEP o‘t;\iis a seven percent stake iri Units 4 

and 5 so its c3pacity ic unaffecfed by the retirements of Units 1-3. TEP is likely affected 
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A. 

e status of greenhouse gas re 

In March 2012, EPA proposed a new source p e r f ~ ~ a n c e  standard ('XSPS') for carbon 

dioxide for new €ossil-€i~4 generating units. This proposal sfanis from EPA's 2009 

finding &at emissions of greenhouse gases ("'GHG'") endanger both the public health and 

welfare. '.%e proposal calls €or applicable facilities to he subjecf to an output-based 

standard of 1,005 pounds of CO2 per megawatt-hour. EP.4 established the standxd based 

upon uncontrolled emissions fTom natural gas combined cycle plants. According TO EPA, 

nm7 solid fuel fired plaits could mcct the standard either by employing carbon capture 

and stororage c.'CCS''j at sttlrt-up or through a 30-j-ear averaging option. EP.4 states in its 

proposal that this NSPS obligation would not be triggered if the installation of pollution 

controIs or for new plants which conmence coiistmction ~vitbin 12 mo~ths  of the 

proposal. 

The form of the final rule ma;\ differ significantly from the proposal. Regardless, the ikal 

rule will be subject 10 significant legdl cfidtlexlges in such areas 8s to how the NSPS for 

solid fuel can be based upon gas combustion or on a tcclmoIogy that has not beeii deemed 

technically demonstrated for utility power plants. h y  litigatim oa the NSPS will join a 

raft on pending litigation 011 other actions related to GHG i ~ ~ ~ ~ d i ~ ~  tile ~ ~ i ~ ~ ~ e ~ ~ e ~ ~ t  

finding, the GHG emission standads for motor vehicles, and the ~ ~ i l ~ r ~ ~ ~  Rule. 

cssfs 

A. No. TEP's primary ~ ~ o ~ ~ ~ ~ a ~ ~ ~ ~  is that "it cotlld hicur GI-I6 expenses prior to tlie 

filing of its next rate case." Given the frtcr that my costs are unknown at this time and 

~ o t e n l i ~ ~ ~  ver? si_gnificmt, auy such a p p r ~ ~ ~ ~  is prematare. 
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Q- 
A. 

A. 

by TEP for its units? 

TEP acquires d1 of tlie cod for Smdt Unit 4 and Sprkgerdle Unit t arid Unit 2. TEP 

was involved in the negotiations for Springerville Criit 3 and Enit 4 blri h e  coal contracts 

themsefns me bilateral agreemcnts between Tri-State and Salt River Project and the coal 

suppljers. respectively. TEP participates with Public Sen*ice Company of New Mexico 

{ T K W )  in negotiations related to Sm Juan as TEP is a co-signatoq on the coal contract 

wirb PNM due io TEP's 50 percent ownership of Units 1 and 2. ?'EP sits ox) the fuels 

committee fur the other j o ~ ~ ~ ~ ~ ~ u ~ n e d  stations. 

Pxcl ~ c ~ ~ i ~ e s  the coal for TEP? 

The professional cod prowrement staff is rclativdy small consisting of a Fuels hlaiiager 

and a Lead Fuels ilnalyst. The Fuels Manager reports to Senior Yice President of 

Operations. Ageemeiits are signed by the appropriate representatives per TEP's sigiiahzre 

level policies. 

lain the coal su 

Sr>l.inrrerville receives coal under one long-temi coiltract. This contract, which is 
I C  

summarized in Exhibit EVA-8, 
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Sundt 

After the buy-out of  the hfcRinley contract, TEP did nof: mter into a Ion,- <' term contract 

for repiacenient coal. Rather it purchased coal on a short-term, amud.  or soot basis. 

- 

Sundt Unit 4 is unusual in irs ability to burn coal or gas. In 1999, TEP starte 

methane gas €rom the city of Tucson's Los Reales laridfil1 tIxough a 3.5 mile pipeline to 

' Exhibit TEP 2 (Confidential) 
E Exhibit TEP 3 (Confidentid) 
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the Sun& plant where it is burlied along with coal. The gas, ~7ILich is delivered at a lower 

cost than the cod, dispIaccs about 15,000 tons of coal per year. Natural gas is burned 

instead of cod when it is lower in cost. 

S m  Juan 

The Sa11 Juan station is a four-unit coal-fired plant wliich is operated hjt PKM. TEP owns 

50 percent of Units 1 and 2 which represents about 19.8 percent of the enfire station. TEP, 

along with PNvI, is a co-signatory to the San Juan Coal Supply PLgreernsnt dum 

CSA") reflecting its ownership position at the time of the initial agreement.' The 

agreement: \whjch is summarized in Exhibit EVA-IO, is behveen TEP and PKbi and the 

San Juan Coal Company ("SJCC"), a subsidiary of BHP. 

The San Juan underground mine has perfiumed erratically. Until l he  fourth qumer of 

201 1, quarterly production, as sl.zown in Exhibit EVA-f 1 has ranged Erom just over 

500,000 tons to over 2.5 niiIIion tans. 'I'he needed production varies based upon the status 

of the stockpile. Assuming no stockpile build, quarterly production should average 1.5 

million tons. 

On September 9, 201 1, the mine experienced a fire at the longwall €ace. The mine \vas 

evBcuated witinout incident and according to SJGC, the frre was e ~ ~ i n & ~ ~ s ~ ~ ~ d  within three 

hours of the event. Wiihin 30 hours of the cvrsnt, SJGC reported ihat dfi t~accs of ale mine 

fire gases had disqpeared completely fiom the mine ventifation. +4 representative o€ &he 

Mine Safety and Health 

a -'&? order \vIfich aflovi-ed ~~~~~~ to take control of the s ~ ~ a t i o ~ ~ ' ~  h/ISI€A 

' Exhibit TEP 4 ~ C # ~ ~ d e ~ t i ~ ~ ~  
Section 1 O j ( k !  of h e  hlme Act provides: 

In the event of any accident occurring k a coal or other xnine, ~II authorized representative of h e  Sxretary, 
when p'esent, mzy issue such orders as be deems ~ ~ ~ r Q ~ ~ ~ t e  to ensure &e safety o f  any person irt the coa) 
or other mbe,  and the operator of such mine shall obtain the irpmvrrl of such representative, h c ~ ~ s ~ ~ t ~ t ~ ~ ~  
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did not accept SJCC's frndings thdt the fire had been coixtained and ordered SJCC to seal 

the longiyatl area. The seding of the headgate, which occurred on October 31, 201 1. 

started what BKP reported to be a 100 day required period. In No.i.ember 201 1, SJCC 

WYIS allowed to recommence operations in another mea of the mine *1r%11 coxitimoirs 

miners v\-hich are used to develop The IiongwdX panels and to recover the longsvdl. 

In December 201 1, SJCC provided a Cure Plan as required under Section 12.3 @)(I) of 

tlie Sa11 Juan CSh." The Cure Plan provides details of the Xoii-Nonml Conditions 

f'h%TC')> the plans for curing the NNC, and the costs associated with the NNC. Also as 

required, the Cure Plan explored alternative supply options. In my opinion, this portion of 

the analysis '~l'as w c d ~  For example: SJCC  sed a price for P o ~ d e ~  River Basin coal of 

with appropriate State represematives, when feasible. of any plan to recover any person in such miae or to 
recover the coal or other mine or retun affected m a s  of such mine to normal. 

Exhibit TEP 5 (Confidenfiaf I 11 

Exhibit TEP 6 (Confidential j 
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Four C ~ r ~ ~ ~ s  

The Four Comers station is a five-unit coal-fired plant operated by APS. APS OWIS t in i t s  

1- 3; Units 4 and 5 are jointly owned with a iimber o€ buyers o f  which TEP is one. TEP, 

along with the other owners of Four Corners, is a com~er-paty to the long-term 

agreement with RRP for coal fimm the Navajo mine. The ageement, which i s  s ~ ~ ~ a r ~ ~ ~ d  

in Exhibit EV.4-12, dates back to 2003 at %hi& timc the partics to Units 4 and 5 decided 

to restate and amer,d the Four Corners Fuel Agreemmt Number 2 rather than providc 

This agreement is in the process o f  being renegotiated iii concert with APS's  purchase of 

SCE's interest in the plant. .4s discussed above, the renegotiation is reportedly a condition 

precedenf to ABS closing t)ri the purchase of SCE"s capacity. 

coal fer Navajo is supplied under a long-term contract with Peabody which &tes back to 
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Q* 

A. 

Q. 

A. 

A. 

Exhibit EVA-I 3. 

ased upoa this discussion, the only plants for which TEP c ~ r ~ ~ ~ ~ ~ 3 r  pare 

are Srandt and S p r i ~ ~ e ~ ~ ~ J e .  Now are these procurements aecarn 

For Sundt, TEP issues a request fur proposal to the corqxmies 011 its bid list. Iii order to 

be able to evaluate the bids, TEP solicits rates from the UP at the sane rime. 

As noted above tlie current contract for Springerde was negotiated in 2003, prior to the 

How did TEP evaluate the bids for Sundt? 

El? evaluated the bids on a quality-adjusted delivcred price basis, consistent with the 

Fuel Manual and industry practice.16 

e coaf m ~ v e  to the 

Sundt is sen-ed by &e Union Pacific Railroad (''TJP3. Springendli: is served by the 

~ ~ l i ~ ~ ~ ~ ~ ~ ~  Worthem Santa Fe Rai1w-a~ C~~~~~ (TKSF).  S a  Juan and Four Comers 

are mine mouth. Xavajo receives i ts  coal via the Black Mesa and Lake Powell Railroad, a 
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A. 

Are there any changes with E-espeet: to the railroads that cou 

TEF's supply is somewhat kisuiated from the comnzerciat rail market. The exceptions are 

A. 

a. 

%&%at are TEP's inventow tare[&? 
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Q- 

A. 

Q- 
A. 

Q. 
A. 

What i s  TEP proposing to include in i t s  2011 test year with respect to inventory 

levelis '? 

TEP is proposing to include the dollus associated whh target inyentory tons at each plant 

and one month of diesel requirements for Springemile. The target inyentory ions are the 

largct days by plant times thc plant's average daily bum in 2011. Thc dollars per ton 

reflect the ayerage costs of the coal delivered to each plant in 201 I. The target diesel 

immtory is based upoii ttpproximatelj average month11 burn. 

What is the inventory amount in the 2011 test year? 

Based on die above, TEP is proposing in fuel inventory cxpense. 

Do you agree with YEP'S approach? 

Yes, in general. I was not able to confirm exactly how The miit costs were developed. 

G1-m the units costs for Nav@ and Four Corners are similar to reported costs, EVA is 

not proposing any adjustment to these. Staf'€is proposing an djjtrstment to the unit costs 

for San Juan as they appear to include non-recurring costs and ~ d e ~ ~ i ~ a b l e  back end costs, 

such as ash disposal. Sta is also p r ~ p ~ s ~ ~ ~ g  an a ~ j u ~ t ~ ~ ~ t  to the Sun& unit costs io 

delete i ~ ~ ~ t i ~ ~ ~ ~ e  back end costs. The proposed a ~ - i ~ s ~ ~ ~ t s  are s 

EVA-15. 
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Q. 
A. 

ow often does the Co pan? conduct ~ ~ ~ s ~ ~ a ~  seriwys of i t s  stoc 

On an annual basis, the ~0~~~~ engages a third-party to measitre the quantity of coal at 

the Suxidt and Sprixigerville stations. The ph3sical survey consists of a volumetric survey 

and a density survey. Rcports detailing approach. an findings are provided to TEP. 

Naturaai Gas and Power 

A. 

Q4 

A. 

A. 

for gas and  as^ po~7er. 

TEP gcnerdly needs to ptrrchase gas far power generation from L4pril through October 

aid is short peak power generation capacity from Jtvle through Scptcniber. During the 

winter months, load can be met fkom its own generation. and TEP e m  sell excess power 

from October through hlslrch. These generalities are subject to planned and unplanned 

~ ~ ~ n t e ~ a n ~ e ,  as well as other doreseen events. Stfking an buying of powa in the reat- 

time. day- ahead, brzl~ice-o€-the-mo~¶~, or aext-month illzkets fdl inlo the categur) that 

TEP calls Short-Term sales and revenues. 

Xn 201 1, TEP ptrrchased 231 7,504 h4&'h> which is 3 1.2 percent of its total power sales. 

The total associated expenditures for this purchased power was $137,534,106, averaging 

otit to a cost of $47.14 per MWh. 

ge purchm;trre pow"r? 

TEP's pcwer hedging ~ F O ~ T X R I  cari be divided into two key mechanisms - fixed or gas- 

~ ~ d e x ~ d - ~ ~ ~ e  c o ~ ~ t ~ ~ c t s  (for both h e  sde and purchase of power) and gas indexed cstlliput 

opions. 
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A. 

Q. 
A. 

A. 

Can you explain haw the red price contracts work? 

Fixed pxice contracts allow TEP to purchase power at a fixed price per MWb. Indexed 

Can vou exofain how the call ootions work? 

Operationally, TEP staff 011 the day-ahead desk determine, based on the terns of the 

existing call options, whether it makes sense €or the next day to purchase power or to 

generate power. If TEP's options reach -'in the money" stzims during day-ahe 

the options are exercised and power is parchased from the scheduled couriter-parties. 

These options are indexed to natural gas prices as well. 

ow does TEP be 

Physical gas is purchased at in ex. TEP h a  a hedge policy to reduce gas price v ~ ~ a t i 1 ~ ~ ~  

which mnsists of . ~ n ~ ~ - d ~ ~ c ~ ~ ~ i ~ ~ ~ ~ ~ ~  or mandatory hedges using financial ~ ~ 5 ~ ~ ~ e ~ t ~ .  

TEP outfiiies a hedw schedule to reach 

ofthe gas volume forecmr to he repired for that given 

month. All ~ o ~ - d ~ s e ~ ~ ~ i ~ ~ ~ y  purchases must be co k e d  two mofitbs prior to physical 
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flow and must be esecutd ‘&.during the week oC the 20fh d eacfi month.” This is when 

iiaturat gas bid week generail3- begirls and market iiquidity increases. Also the non- 

discretionary schedule does not require purchases during the rnoiiths when htmicane 

activity is typicall?; stt its higficst Icwfs in the northern hernkphcre. The e€feci is that TEP 

starts to hedge three years prior to its physical need and executes transactions during 

January through July md November through December. 

1s TEP’s hedging policy ~~~~~~~~~~? 

Yes, in the Fuclis & ’\xiholesale Power IXedging Policy (“Hedging Policy”]. 

The Risk Management Conunittee (“K?dC‘’> is responsible for reyieuing and approving 

TEP policies and overseeing the management of risk. ‘ne RMC approves the annual non- 

discretionary hedgc plan for natural gas and purchased pouer prior to the s= of each 

calendar year. The R-MC also approses all discretionary hedges, as proposed, during the 

calendar year. 

As of January 1,203 2: the members of the RMC as defined by title are: 

e CFO & Treasurer (Chairman of ;he &VC) 

e Controller &: CCO 

e General Counsei 

e coo of TEP 6% UES 

Q Presldeslr of W S  
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e 

e Corporate Credit Manager 

Risk Controllcr(s) for TEP and UES 

Director of Energy Procurement 

e Corporate Accounting Wanager 

e Director of Resource Planning 

Other staff is called upon as needed 

Q. 
A. 

lis this structure appropriate? 

WhiiIe the structure of the risk rnanagcment cornlitlee appcxs sound, &ere is 2n issue 

with the reporting lines of some key roles arid responsibility withiri the Risk Management 

Coimiittte. In prior testimony filed December 2008 by EVA on belialf oP Staff- it wzs 

recornmended that the designated risk manager be devoid of nl1 conimercial duties. TEP's 

response to this recorimcndation as indicated in Decision No. 70628 iDecemher 1, 2008) 

\+as as follows: 

The TEP Risk Manager (--R.h4'.) is an employee in tlie V\;lzolesale Eiiergy 

depanment. " f i e  reyonsihiliries o f  the RM, as identified in the Mcdging Policy, 

include ensuring adherelice to &he hedge plan parmeters, proper recording of 

nansactctions, aid performance of portfolio esafuation. The TEP Risk Controller: 

(,'RC'') is ai employee in the Credit d ament. The respoi2sibiIities of the KC. or 
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reconmendation was implemeiited in TEP' s revised Kedging Policy. referenced 

above. 

Based on TEP's s&ucture BS o f  November 2012, this is no longer the case. Cmently 

'Rhil and RC are both employees ofthe wholesale and fiiels department. 

Q. 

A. 

Q. 

A, 

Q. 

A. 

issue? 

First? as previously recommended, the Risk h h a g e r  should not ha\ e any conmercial 

duties so as to avoid conflict o f  interest. Second, it is critical that the reporting lines of the 

Risk Controller and Risk Manager be different (as TEP indicates that  ria the case in 

2008). While thaf may have been the case at that time. it does not appear to be the case in 

2012. Both of these actions will assist in preventing any long term conflicts of interest, 

No. These r e c o ~ ~ ~ ~ ~ t ~ o ~ s  are of a preveiitatise nature and arc not based upon discosery 

of conflicts of interest within the existing KMC structure. 
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A" 

A. 

-What were your ~~~~~~~ from y w w  ia person review sf TEP's  ad^^^ practices? 

TEF's obsenied trading and hedging practices are in line with its policies and are 

eRective. Staff is very ~ o w ~ e d ~ e a b ~ e  and experienced and hc t ions  in a system where 

they a:: rotated bemeen positions to ensure that they are capable traders and th t  they are 

exposed to all facets of a trading day. One highly beneficial side-effect of this practice is 

improved redundaicy and coverage when staff members are on sick leave, take vacation 

or leave 'rEl?. 

In terms of process. TEP's day-ahead trading opcrations were ewluated, which share 

some operations with UH S Gas. I witnessed the assigned trader forecast load requirements 

and apply these data to determine genemtion requircniei.ft(; for the €ollo.iVing d~?. Based on 

this information, the individual traded on MI the gas andor power markets consistent 

with whether mhicli gcncmtion assets were "in the money" - or able to operate at a lower 

cost than purchasing power. In cases where available power prices were lower than costs 

of generation, the trader was able to purchase power (by exercising options) to meet 

iiecessaq rquirements. 

Once the 6"s axid posver trades an the day-ahead market were completed, the orders %ere 

passed to the individual responsible for nominating the gas ~ ~ r o u ~ h  TEP's pipeline 

corltraGts with E1 Pam. 

Once the trmsactions are completed, they are entercd inlo their online record keeping 

system, which is audited nightly loor accuracy. 
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A. 

~ ~ l - i ~ - ~ € i .  are the tools that TEP uses reasonable and ~ r ~ ~ ~ ~ t ' ~  
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Q* 
A. 

Q. 

Tell us about your review o 

As part of the review of TEP's hedging practices, TEP provided historical physical and 

financial transactions nn both gas and purdiased power. From this, it w a  determined 

whether TEF's own hedging policies are being falollowed in its hedging practices. 

How did you go about this analysis? 

Did vou oitfy look at floaiing swans? 

hat were the res 1Ps of vour analvsis? 
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No. Despite the fact that neither costs nor volatility were reduced as a result uf TEP’s 

hedging progrram in 2011, these results are iiot indicative of poor execution by TEPP, 

Rather, this performance is xi indicator of rapidly changing market conditions that worked 

against TEPs hedging program (as well as many other litilities). 

‘The review of 1‘EP‘s hedging transactions €obund fufl compliance with existing policies. 

JVhat this analysis calfs to l igli~ however, is more a question of a s o ~ n ~ ~ s ~  of existing 

policies fi.2. approach to hedging), than any issue around compliance or prudence. One 

way to potenti~ly address L5is issue is by revising its hedge plan io address both marliet 

risk and vofatility issucs. 

hat is a hedge p 

While there is no one specific definition of a hedge plan for a utility: TEP dcfines what it 

means in seexion 3.1 of: its o w i  Hedging Policy, dated January 1 20 12, as follo\vs: 

“Each year, in the fourth quarter, the Hedge Team will make a r e c ~ ~ ~ ~ e n d a t i o ~  for 

tfic ncxt 3 year’s Hedging Plan (“Ps’lan”) to the RMG. The P3.m \.rill include an 

overview of the specific risks faced by TEP an a detailed c ~ p ~ ~ a ~ ~ ~ ~  o f  the 

ge strategy to be ~ ~ p l ~ ~ ~ d  to mitigate those risks. ‘The Plan will also inelade 

endfa trigger dates, and f ie  types of 

hedges that will be made if the triggers axe reached.” 
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Q. 
A. 

Q. 
A. 

This dcscription is in line with what is widely considcrcd best practices within the 

industry. 

Does TEP have a Plan as defirned in the 

TEP's Plan does not fully meet die requirements set forth in its ow11 policies. WhiXe a 

Is TEP in YioIation of its own policies due to the weak nature of its hedge plan? 

As stated, TEPhas a hcdgz plan, and as such is not in vioJation of its own policies per se; 

however, TEP's hedge plan is incoinplete. Despite the fact that much of TEP's hedging is 

mechanistic, the volatility inherent in the energy markets combined with the substantial 

changes t h t  h 7 e  taken place - specifically in the gas markets - over &e last several 

years. warrant review by both the wholesale trading department and the Risk Management 

Committee. The critical takeaways fi-om this hedge plan must be that 1) TEP understands 

the ~narket enviromeiit and potential risks inherent in both the local and iiational energy 

discretionary hedging indicates that, in order to condricl these trades in a comprehsnsit-e 

and prudent. way, market ~ ~ ~ d e r s t ~ d j ~ i ~  is a necessity. It is SrafTs r e c o ~ ~ ~ d ~ t ~ ~ ~  that 

TEP res-iew its existing hedge plan aid improl-e its ~ o ~ i ~ r ~ h ~ ~ ~ v ~ i ~ e s s .  
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Q- 

A. 

Q. 

A. 

Q- 
A. 

A' 

~ ~ ) ~ ~ ~ ~ ~ ~ e ,  h w  does TEP address srnggeste 

As outlined in section 3.2 of TEP's Hedging Policy, dated January 1 2012: 

... No other hedge transacrions may be phced 11or any changer made to the 

[hedge] plan without prior approval from the LVC. If m y  coniponent of the Plan 

cannot be carried out, the Risk Manager will noti@ the fcltlc and recommend any 

necessary- change or correction to the Plan." 

t i  

id you see evidence that the pnlieies ~ d d r e ~ s i  g ehanges to TEP's hedge pian were 

TEP produced evideiice of prior hedges outside the scopc oE the existing hedge plan tt-rat 

were approved hy the Risk -Management CommiMee. The approval process. ~7hile not 

entirely cctmprchensive, appears to be adequate. 

M7hen you say "not ~~~i~~~~ c ~ ~ ~ ~ ~ ~ ~ ~ s ~ ~ ~ ~ ~ ,  what do you mean? 

While I did nut see aII hedge plan m # d i ~ ~ c a ~ ~ o ~ s ,  TEP provided e-mails consisting of TEP 

Wholesale Trading Staff requesting permission to conduct a hedge outside of die hedge 

plan, with e-mail responses granting approval. b%le this is adequate gken the strictest 

~ ~ t ~ ~ r ~ ~ ~ i ~ ~ ~  of the policy, it is also r e c ~ ~ ~ ~ d ~ d  that there be better documentation of 

hedge plan modificalions. 

It would most cerlainly be a part of the hedge plan, 'ivhich should be a M i i g   do^^^^^^ 

that is updated as changes a e  made. The d ~ ~ ~ ~ ~ ~ ~ a ~ ~ O ~  should include hi. specific 

cfianges made, ~-11en these changes were made. whose approval was given md the 
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rationale behind nitlE;ng these modifkations. This should a11 be a s ~ ~ ~ ~ e n i e n t  to what I 

recommend as a ’‘new and improved” hedge plan. 

Q- 

11. 

Q. 
A. 

Q. 

.4. 

B* 
A. 

espite these suggested ~ ~ ~ r o ~ ~ ~ e ~ t ~ ,  do you think TEP is CQ 

~ ~ ~ i ~ i e s  as it relates to hedge plan ~ o ~ i ~ c ~ t i o ~ ?  

X’es. 

Do  OM believe that TEP’s current hedging poIicies are prudent antd ef€ective? 

As shown above in the results of the document review, TEP’s usagc of purely m~liafiislic 

hedging has not yielded the results for which it was intended. \X;hile TEP is certainly not 

to blame for mpidly clianging market caiiditions, it points to the uedmess of mcchaiGstie 

hedging through periods of‘ significant price declines. U%ik in some ways this issue 

cannot be hclped. l‘bP‘s hedging polj cies contain many legacy pro\4sions that given the 

substantial changes in the gas industry. should be reexamined aad addrcssed. 

Are there any rccomrneledations you would like t o  make in regards to 

r ~ ~ ~ a ~ ~ n a t i o ~ ?  

Yes. Giwn the id changes that have taken place (md potentiafly will  on^^^^^ to take 

place going forward), that auditing baih TEP’s hedge plan as well as the ef€ectiveness of 

the Company’s hedging strategy should be donc more frequently. 

€io would pe 

Because of the ~~~~~~~c~ of having an outside perspective on the fuels industry as well 

as a firm u ~ d ~ r ~ t a ~ d i ~ ~ ~  of the major changes in the market, it is ~ e c 5 ~ ~ ~ ~ ~ ~ ~  bringing in 

a11 outside firm raxher than using the internal auditor. W i l e  the intcrna2 audit system 

currently in place is wf5cient to meet its current mandate, evaluating the effzetivcness of 
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trades and hedging as well as the quality of TEP's hedge p h i  is best left to expert or 

independent opinion with significant industry kmwf edgc. 

Q. 

A. 

A. 

A. 

lease expiain the key market issues that resulted in a s i ~ ~ ~ ~ c ~ ~ ~  chance 

in gas prices? 

Exhibil EX'A-18 graphs lkistoricaf .iliieeMy natural gas prices at €Ieiuy IIub from 1990 

through today. Oiie can see by lookhg at 2009 and on that prices have come down 

s ~ ~ n j i ~ ~ ~ ~ ~ ~ 7  during this period. 

rking forces behin such a ~ ~ ~ s ~ a ~ ~ ~ ~ ~  change? 

The chart has fieen dkided into thee  key eras - the Era of Gas ~ ~ b ~ l ~ ,  High Priced Era 

and the Em of "Gme Changing Shales". The relevant em for This discussion is the moqt 

recent period. From 2009 ro the present, prices have been driven to historicalXy low prices 

by the increase o f  ncw sources of gas production, is., ~ ~ c o ~ ~ ~ e ~ ~ ~ ~ ~ a ~  production from 

skate. Combined with a piexhora of additional drivers such as "held by p r ~ d u c t i ~ ~ " .  joint 

veritwe finaiicid arrangements that promote natural gas drilling and a large backlog o f  

uncompleted wells, ~ ~ n ~ ~ n ~ e ~ ~ ~ o ~ a l  gas producers have flooded the 1-S. market with 

~ r o d u c t ~ o ~ .  driving prices dovmvard to historical losvs. 

is ;Pa issue that TE 

Very few experts, if any, werc able to predict &e rapid rise of u ~ ~ o ~ ~ e ~ ~ ~ ~ ~ ~ a ~  gas 

p ~ o ~ ~ ~ ~ i o ~  in the ITS. - certainty the magnitude of its impact on the gas and po~nier 

mxkezs. In my more than 25 years of tracking K.S. and global gas markets, J habe mv6r 

seen a more &ansttic shift in aatwal gas prices arid ~ r o d ~ ~ ~ ~ o ~  in such a short pcriod of 

time. 
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A. 

Q. 
A. 

Q. 
A. 

Could YOU please elaborate on this? 

What is the Iogic behind this blackout during hurricane season? 
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Q. 
A. 

A. 

e resdts from your review uf TEP’s power hedging p ~ o g ~ ~ ~ ?  

I looked at the results of both the fixedhidex pricing contracts that TEP has engaged in for 

purchsed power as well as purchased power options. Sirnilax to  natural gas, tiiere are 

some concerns around tlieir hedging praeticcts; not in that they r e ~ r e s ~ ~ t ~ d  any sort of‘ 

policy v i ~ ~ ~ ~ ~ o ~ ,  but results raised some 

e? 
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Q. 

A. 

A. 

When revisiting this issue, w at are the key factors that sboraid be addlresse 

' E V  is best semed to review historical generation aid heat rate data to detennine the 

implicit value of power purchase optionafitqr . ~ ~ d ~ t i o n a l ~ ~ ,  TEP should review the 

associated costs with simply purchasing power on the spot niaket. Comparison of these 

casts must be viewed based on the ''&in-' costs. meaning that they include the option 

Yalue in the $/M'I%W calculation. 

PXow do fhese issues, both on natural gas and power, factor into TEP's overdf 

These are examples of one key underlying issue: 'TEP's hedging practices should De 

revisited. While some €om of mechdiistic hedging both on gas and power is ncccssxlry to 

reduce risk, TEP should focus an adapting to changing market conditions through the . 

greater use of discretionary hedging, This approach i s  a best practice witliin the indxstiy, 

lznd x57e believe tvtluld benefit TEP greatly. The exact mix in terms of volumes, timing md 

assorted instruments that are used in TEP'3 hedging process cannot be precisely quantified 

at tllis time, as it is important far TEP to use its hedging process as 3. v,'ay to not only 

reduce volaTiIity hut also iacrease benefits for all msljor stakeholders - including md 

especially ratepayers. Such a revision to TEP's hedging p0lk3- could be dewroped in 

parallel with die finalization of the development of TEP's new forecast modeling 

approach. 

ow else ~~~~d these f x o  issues - he 

ttere? 

"in order to enfimce the feedhack between TE ' 3  ~ ~ d g ~ ~ ~  practices and ~ ~ ~ e ~ i n g  efforts, 

utilize "'at risk" c a l ~ ~ ~ ~ ~ i o ~ s  such as value at risk ('V 

routine basis to measure existing risk and measure per€tlmaice from hedge p f a i n g  

efforts. This is dorte widely is considered a best practice. 
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A. 

Q. 
A. 

A. 

What is the PPFAC aud how did it eo e into existence? 

The PPFAC is a mechanism by which TEP recovers its prudently incurred purchased 

power and fuel coas. It: was created during the prior rate case md. starkd in 2009. 

What casts are ~ ~ ~ r e n ~ ~ ~  reem-era 

The Plan of Adniiiiistrztkui slates: 

The allowabfe PPFAC costs include i n c r e ~ ~ ~ ~ t a ~  Fuel and Purchased Power Costs 

iiicurred to provide service to retail customers. Additionally, the prudent dk-ect 

costs of contracts used for hedging system fuel aid purchased power will be 

recovered mdcr the PPFAC. The dlowablc cos1 componeiits incIudc thc foflowi~ig 

FERC accounts: 

I-J 501 Fuel (S tem)  

c] 547 Fuel (Other Production) 

555 Puschased Power 

a 565 U-heeling (Transmission of Electricity 5) Otficrs) 

These accounts are subject to change if the FEKC alters its accouniing 

requirern crits or de fini tioils. 

l8 Exhibit YEP I 1 (Confidentialj 
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Q. 
A. 

Q* 

A. 

The audit concluded thst the PPFXC Reports sent to the Coinmission during the 

2009’2010 FFPAC year were “accurate, complete and prepared in accordance nith 

Arizona ~ o ~ ~ o ~ d t ~ o I i  ~ o ~ ~ ~ ~ s s ~ o ~ i  and dxe ?EP Plai of Admiiristraion.” The audir report 

noted low-ever, ”there were 1x0 docwncnted procedures over the inonitoring controls in 

regruds to the PPFAC reports arid Forecasting process. In addition, “not all PPFAC 

rcports were rcviewed in surficient detail.” TEP agreed to certain corrective actions md 

audit services indicated a follow-up audit had been scheduled. 

you ~ ~ ~ n t i ~  any issues? 

Yes, two issues were idenrified. The first is reelated to Xime wsts. The second i s  refated to 

Please explain the issue with ltime costs. 

Lime is used by the scmbbers installed on Sprineendle Units #1/$!2 to control emissions 

E X 3 h  does not dispute e cost of lime is tied ‘io the srrK.~r conterit of 
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Q. 
A. 

What is the issue with respect to the San Juan fire? 

As discussed above, TEP ~ I W J I T C ~  higher fuel costs at San Juan related to the mine fire. 

The higher costs can be divided into KWO catcguries: direct firc-related costs and costs 

associated with constiming the mine stockpile. 

The dircct costs associated with the minc fire are charged to the: cost of heI, ~~~~~~a~~~~ 

flowing through Account 501. As discussed above, BHP has indicated and TEP expects 

M'ith respect to the mine stockyile, 'FEP advised EVA4 that &e parties had an aueenient 

TEP in its initial application for a PPFAC an3 in i t s  czlr;ent proposal is seekbg to recover bcremenrai lime costs 20 

though the PPFAC. 
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o you have an?; ~ e c o ~ ~ c ~ d ~ t i o ~ s  ~ e ~ ~ ~ d i ~ g  recover of the direct ~ r e - ~ ~ i a t e  

Yes. 1 recommend that the only cost that should be recovered through tlie PPFAC is the 

expense? 

This issue is more complicated because there was no PPFAC in existence iit the time this 

fuel cost expense was deferred. However, since TEP did not take owxership of the 

stockpile coal mtil it was delivered in 202 1 and 2072, X helieve it is appropriate for these 

costs tu be flowed through the PPFAC at this time. I also believe that if this accounting 

treatment is adopted, it should be zppfied going forward as wel. In other words, zs the 

stockpile is rebuilt, the costs msociated wi& the rebuilding of the stockpile should be 

deferred and not recoverable in the PPFAC ut i1  tlie coal is consumed. 
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A. 

Q. 
A .  

A. 

o you any issues \vi the 201 f Test Year nu 

Yes.  The 2011 coal xiumbers me based upon 2011 purchase costs an haw not been 

nomalized €01 uiusual and non-rcchng et7ents with respect to Sax Juan. As discussed 

above, the 201 1 San Juan numbers include wo types of costs associated with the mine 

firc: direct niinc Ere costs and pre-paid iiiventory costs that were passed through the - 

PPFAC in 201 1. Staff has no objection to recovery of the or the pre- 

paid inveritory expense but these as not recurring costs and. should not be part of the 20 1 1 

Test Year. There are two additional costs included in tt-xc Test Year numbers for Sm Juan 

Stafl has no objection to TEP recovering these costs through the PPFAG; just m their 

Staff did not fiJ7d 

issues with coal costs for the other plants. 

a you have any issues with the 201 1 Test X'ear ~~~~~r~ for ~~~~~~1 gas? 

201 Z generally fits whar would be described as a "numat" pailern of gas usage. As shoqn 

In Exhibit EVA-22, 201 1. numbers for gas bum were 4.4 percent lower than 2 

percent lower than 2009, proving that 2011 is "indicative" with the o~hher numbers for 

o&er hefs and purchased power 

sing the Test 

Despite tfie ~ 1 ~ d ~ c ~ ~ ~ ~ 7 ~  nature of 201 I,  one cannot emphasize enough the rapidiy cfianging 

mxlm condi-tions in the vvoxld of n a w d  gas. In Exhibit ET-A-22: Staff also included data 

thou@ the first eight rnontbs of 201 2. G a  burn during this time was 42.3 percent higher 
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than in the first eight months of 201 1 due to rapidly falling prices and an increase in coal- 

to-gas switching (as show1 in Exhibit: EV.4-23). \Vde I do not bclicvc that this high level 

of gas h ~ m  will become the new nomtzl, it is important to note that TEP must understand 

rapidly c h ~ ~ ~ i ~ ~  market conditions in the natural gas supply marker to better develop its 

PPFAC assumptions. 

A. 

A.  

A. 

Because of these rapidly changbng market e ~ n d i ~ i o ~ ~ ,  and due to their impact on 

1 1 1  IkP is very aware of how rapidly changing market c o i l ~ i t ~ ~ ~ s  impact its PPFAC cost 

~ s ~ ~ ~ t i ~ ~ s .  Because of this. TEP conducts a comprehensive modeling effort to ensure 

that the costs Eeeding the PPFAC are representatk-e of a nore realistic future outlook 

r&her rhm m anomalous year 'Jiki: 2012. This rnodcIing effort talics into account the role 

of qhifiing market conditions on dispatch and fuel mix as well as the he1 costs. 

C tiling tb~ the ACC? 

A greaf deal of time was spent talking to and working with 'fEP staff members responsible 

for estimating the PPFAC. In general, TEP estimates what its electric load requiremcnxs 

will be throughout the coming year €or the PPFAC (which is part of a much larger 

forecast), arid based on estimated costs of generation and purchased power, these costs are 

allocated to rate payers on a cents per kWh basis. 

What tooIs or a 

TEP is iii the ~rocess of revisin9: its entire forecast process to become more robust and 
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A. 

(8. 

A. 

Q. 
A. 

A. 

A. 

Are these tools and a proaches e ~ ~ s ~ s t ~ ~ t  with what is seen in the in 

Yes. TEP’s is nioving away from using existing models (cvhicb 110 longer meet TEP‘s 

. These models 

are widely used t ~ ~ o u ~ h ~ ~ ~  the industry and i ~ o s t  ccrtajnly are in fine with t;h;hat are 

considered best practjccs. V\’hile TEP has iiot completed the trmsitkm to irs new software 

applications it is dear that TEP is €ocused on ~ ~ i p l ~ r n e n ~ ~ ~ i 0 ~  and imprmwnent uf its 

current fcrecasting system. 

needs) to using models developed by premiere providers 

How does TEP determine what fuef costs will be in the future? Are these an output 

or an input into the modeling system? 

Do you fpelieve this approach is prudent? 

ties develop their oun in-house hue1 price forecasts, 

in concert with existing contracts is a prudent approach. 

Hiow f ~ ~ q ~ ~ ~ ~ ~ ~  is t 

New forecasts me developed 0x1 a quarterly basis, 
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Q.  els and their ~ o ~ t ~ ~ ~ ~ ?  

A. While I did not see TEP's models first-hmd Z reviewed the data t h t  was extracted from 

the models for the calculation of' the foxward component of the PPFAC for the previous 

thrze years - which included the Test Year. 

Q. 
A. 

What were the results of your review? 

The priniary god given was to rcvicw the assumed fuel costs and review 1) whether the 

assumed file1 costs were reasonable and 2) that the Siael costs being used Bowed though 

the modef properly to the PPFAC calculation. Upon review, both were reveaIed to be 

accuratc and prudent. 

~ ~ ~ ~ h ~ a r ~ ~ ~  

Q. 
A. 

Did you perform any b e ~ c ~ ~ ~ ~ ~ ~ ~  of TEP's ~ e ~ f ~ r ~ a ~ c e ?  

Yes. I looked at the performance of TEP's coal plants with respect to heat rate and 

cappacify factor. Exhibits EVA-24 and EVA-25 present 2009, 2010, and 3,011 (znniial 

capacity factors md heat rates for the cod plants in the WECC, As shown. &e best 

perfomiers are Navajo and Four Corners with high capacity factors mcl low heal rates. 

The poorest performer in the group was Sundt which is as to he expecred gi-\m its size and 

history. San Juan and Springem-ilie fell in the middle. 

id you look at BV . ? 

A. Yes, asxilability was reviewed. The results are summarized on Exhibit EVA-26. The gas 

.plants had higher asailability an the coal plants as would bs expected given rlzt relative 

s ~ ~ p ~ ~ c ~ ~  of gas vcrsus coal pfmts. The coal plant with the best a ~ ~ ~ ~ a ~ ~ ~ ~ ~ ~  is Kavajo. 
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A. 

v. 

o you benchmark TEP's euaf costs? 

Yes. Exhibit EVA-27 presents coal costs per k i ~ ~ ~ ~ t " ~ ~ ~ ~  for selected coal-fired pl,mts 

in the southwest. ~ ~ ~ o ~ ~ a t e ~ ~ ,  there is a very limited lis1 of "comparables" pariiculmly 

the closure of Mohai-e and Ihc fact that most of the lasge power pfaats in the 

southwest are jointly owned. Nevertheless, &ere wac some range in fuel costs with Sun& 

not surprisingly being the most expensive in 2006 and Navajo the least. 

CQECLUSIOKS FOR KEY AVDIT SCQPE ITEMS 

o Plan of Adnzinistratioii - The proposed clianges to the PPFAC that Staff is wiXling to 

accept require minor changes to h e  Plan of Admirgstration. Changes are as foflows: 

G Cbmge the filing rsquiremeiits from 30 to 45 days 

. o Change footnote 7 on Schedule 3 to 100% 

c Modil'y Section 10.H to include broherage fees 

c Add a Section 10.C to defer San Juan mine fire costs above the jnsumice 

deductible. 

8 - Audit of PPFAC since 2009 - The audit cletennirted that TEP's h e 1  and purchased power 

costs =ere prudently incurred during this period based upon the prevailing market and 

TEP's procurement policies. One item was identified; sd~fur credits, which are c o ~ ~ r a c ~ ~ ~ ~  

reductions TO the price of coal that occur \ v k n  the s u l k  content of the coal delivered is 
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e TEP’s fixel and purchased power Drocurernent policies and procedures - I reviewed TEP’s 

he1 and purchased power procuremerit policies and procedures. I found the policies and 

procedures related to nztx~al gas and powcr hedging are in need of an update due to 

fundmiental changes in the market since the policies were developed. ,4s a result of the 

chmge in h e  fuel md power markets, the policies and procedures were less ef€ectise than 

intended. 

o) Operatinsl pi;rfomiance - No material changes were identified with rcspcct to &e 

operating ~ e ~ o ~ ~ a n c ~  of the power plans. 

o System simulation modelis) - TEP is in the process of switching its system simulation 

niodel which should improve both its forecasting and its ability to measure value-&-risk. 

e hilode1 used b.s dw-ahead traders - One of YEP’S core planning took is an Excei-based 

model designed by the trader currently utilizing it. ’YEP must work tu ensue both 

redundancy and going concern of this mode1 in the case of empfoq-ec turnover. 
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e 

A. 

Fuel Irnnleinentation Plan filed on L/farch 2. 2009 - X reviewed the Fuel ~ r n p l e r n ~ ~ ~ a ~ ~ ~ ~  

Plan and found it to be consistent with the ~ o ~ ~ ~ s s ~ o ~ . s  directive. 

Does this c~~~~~~~ your Direct T e s t i ~ o n ~ ?  

Yes. 
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Eshibit EVA-3. TEF GENERkTXON, 3008 - 2011 



Ownership 
ipiant Operator I"/.) i Capacity (MW) Prime Mover 
/Br ig% Tucson-LtASTP Solar *~uc5on Eiectric Power '1~.00 3.. z Phoiovoltalc 
Delvloss Petrie c r 2  Tucson Electric Power 100.00 83.3 Gas TurDin? 

Arizona PubiicService 2.80 58.8 Steamlurbine 
H. Wilson Sundt CT Tucson Electric Power 100.00 49.0 1 GasTurbine 

.iH, Wilson Sundt Generating Station Tucson &lectric Power 100.00 Steam Turbine 
JLos Reales Landfill 100.00 5.0 I SteamTuricline 
/Luna Energy Facility PublicService of NM 33.33 203.6 Combined Cycle 
/Navajo  Lalt River Project 7 .9  168.8 Swam Turbine 
Nor% Loo0 Tucson Eiectric Power 100.00 94.5 i Gasfurbine 
San Juan Pubiic Service of NM 19.52 320.7 Steam Turbine 
Springerviile Tucson Electric Power 65.08 777.1 1 Steam Turbine 
, Sgringerville Solar Tucson Electric Power 15.9 f Photovoltaic 300.00 

423.0 

Fuel Type 
Solar 

katural Gas 
Bituminous Coal 

Naturai Gas 
katura' Gas 

Landfrl' Gas 
Naturai C a s  

Bituminous Coal 
Natural Gas 

&&bituminous Coat 
j ~ ~ b i ~ u r n i n a u s  Coa' 

Solar 

'ear Firs 
R Servicc 

2010 
2001 
1963 
1972 
3958 
'I999 
2006 
1974 
1972 
3 7 3  
3985 
2001 

ost [Cents/kwh generated) 



4,923,919 54,132 

78 92: 

Coal S I J ~  (Tnns) 220,317 I 2,917,576 
Gas Eurn [MCF) 5,110,533 I 17,7m 
Coal $/ IvfiMBtu 5.789' 1.764 
E d S  $/MM%U 4.8521 305.49: 

2009 j Son& / Springenrille SundtGS 

I , i i 

680,088,oiKi ;,159,391,m 1,334:W 
Coal Burn (Tons) 73,454 2,870,126 
Gas burn (ME) 

Gas SfMMBtu 
Source: Form 1 

6,29D,9% 48,283 
5.a3 1.753 
4.433f 2.21: 

1 

Luna 
644,743,m 

5,C.;G,O15 

5.595 

Exhibit EVA-5. TEP FUEL PURCHASED POWER ORGAKXZATIO 

REDACTED 
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The Direct Testimony of W. hGc11ael Lewis of W. M. Lewis and Associates, Inc. 
provides the results of engineering investigahns of Tucson Electsic Power Company (,‘TEP‘’ or 
-‘Compa11~’’) as authorized by the Arizona Corporation Commission (“‘Commission-‘) pursumt to 
requests aid direction from the Commission’s Utilits, Division Stag {‘-StafF’ or “ACC Staf?‘). 
The engineering irivestigations uwe undertaken by Mr. Lewis of W.M. Lewis and Associates, 
Inc. and Mr. Strobl of If’echnical Associates, Inc. Field inspections of selected facilities and 
technical projects under the direction and operation of the Company in Arizona, reviews and 
analyses of the I‘EP Appfication and other TEP documentation, as well as discussions ~ 4 t h  TEP 
personnel comprised the engincering investigations for this case. 

The inspections aid rehliews were per€omed by Messrs. Lewis and Strobl on October 29 
through November 1,  along with Mr. Prem Bakf of the ACC Staff on October 25, and Kovemher 
1, and inchded discussions with TEP technical, mariagement, and systems operatiom personnel. 
Data requests to TEP regsuding perfommice indices. maintenance practices and design 
standards: and the in-service status of construction m d  design projects were also prepared and 
submitted to TEP. Within ihe investnient projects requested by TEP for inclusion in rate base, 
the Solon solar pro-ject and the Sm Juan equipment upgrading and replacement project were of 
particular interest. This  x7as the case became the dollar d u e  of these two (2) projects is about 
$24 million o i  TEP‘s total post test-ye% request of about $42 niifEon claimed by TEP to be in- 
service by December 31. 2012. TEPs responses to data requests, in-person meetings wirh TEP 
persoanel, aid obse~atioas of project activities during the field investigations formed the basis 
for the discussions, conclwions and r ~ c o ~ n e ~ ~ a t ~ o n s  in this testimony. 

The major elements of the engixleering analysis focused on TEP‘s sewke quality!., 
distribution system reliability indices, llie operatiolid status of five ( 5 )  of the major plant md 
equipment project iiivestments which constituted about 70 percent of the total TEP requested €or 
inclusion in rate base, arid the ~ ~ ~ ~ ~ t e ~ a ~ ~ ~  and operational procedures undei-taken by TEP io 
support: electric services to Arizona customers. TEP claims that its request that post test-year 
investments be included in rate base ate based on the investments haying been in-service or that 
the investments will be placed in-service by pear-end 2012. Objectives during the field 
investigations were to observe some of these projects, and to discuss these projects, as svelf as 
other aspects of TEP-s operations with personnel responsible for the ~ e v e l ~ ~ ~ e n t  andlor 
management of TEP proj eels and operations. 



Based upon discussions with the ’TEP personnel responsible for the calculation and 
presentation of outage data arid obse~atio~is o f  how the dara is collectcd, TEP‘s ~ ~ ~ o ~ ~ a ~ ~ c e  is 
excellent. TE,P shoufd determine ‘Target Values” for SAID1 md SAIFI to he mainkine$ as a 
miniinmi by TEP, irrespeceiye of their miking in the reported industry results. 

. The field investigstions included 
observing the new Solon solar pmject and the project undertaken to underf;raund 13.8 kV 
distribution feeder circuits that bad been underbuilt on poles carrying TEP‘s 138 W dis~ibutio~i 
system conductors. ‘The obsen-ations of these projects were coordinared and conducted by YEP 
personnel responsible, at least in part, for the completion and integration of these projects into 
TEP‘s distribution system. The utilie scale Solon solar project recently placed in-scn7ice will be 
remotely moxiitored by TEP, with routine and f k t t  correction maintenance work donc by TEP 
crews. The undergrounding of &e 13.8 kV distribution feeder circuits project was completed 
aid recently energized. 

The rcrnaining three (3) investnicnt projects of tlie five (5 )  major projects xcre 
thoroughly discussed with project responsible TEP personnel regarding the timetable for 
investment and tindines for integration of projects into TEP operations. The Sm Jum project is 
an on-ping program of upgrades and repIacernents of aging equipment, and of new facilities and 
upgradcs to meet cn-c-ironmental complimce standards. Addition21 phases (beyond Phase I) of 
the MA>;IMO software iniplementation project remains in the planning stage: but could become 
part of TEP requests in the future. Additionally. TEP personnel provided infomation and 
reports pertaining to the transmission link project to corifim thc in-sewice operations of each. 

TEI’ Call Center. ‘TEP Call Center operations are Located at the Tundt Power Station 
site, arid serve TEP, LAiS Electric and tTNS Gas customers in Arizona. The TEP Call Centsr+ in 
conjunction with the Outage hfanagement System f‘‘0MS’) mapping of the TEP system 
electrical components and customer interfaces, is the first-fine communications Iink between 
TEP aid its cusmmers. The TEP Call Center is a 24/7 operation manned with personnel v,$o 
have access to billing information and other scn4cc data in order to respond to customer outqgt: 
notifications and’or customer requests for ahher ~ ~ i f o ~ ~ a t ~ o n  such as bill p a p e n r  status. 

With regard to TEP eIectricd network outages, r ~ c o ~ i t ~ o ~  is through Call Center 
notification and OhlS mapping prompts as to e ~ ~ i p ~ i ~ ~ t  levd faults affecting one or more 
customers. This evaluation procedure dlows TEP to initially malpze ills p r ~ b ~ ~ ~ ( s )  an 
disparch ficld ~ ~ ~ ~ e ~ ~ c e  personnel to the Iocation(s) of the fadt(s> in the network. 

. TEP opestltes an Outage ~ ~ ~ ~ ~ ~ i ~ ~ e i i t  System that 
combines Geogaphic ~~~~~~~~~~~n System (“‘GIS-’) m a p ~ i ~ ~  and c ~ ~ p ~ ~ e r - g ~ i ~ e r a ~ ~ ~  single-line 
representations of the d ~ s t ~ ~ u K ~ ~ ~  system. The system operates down to an ~ d ~ v ~ d ~ l  customer 
level and hcludes circuit features such as switches and ~ ~ s f o ~ $ ~ ~ .  Upon n o t ~ ~ ~ ~ t i ~ ~  of an 
outage bp either the Call Centcr or by Supen-i ry Control arid Data ~ ~ ~ ~ ~ s ~ ~ ~ o ~  ~ . S ~ A ~ ~ . ~  in 
the case of a feeder circuit breaker operatiun, e ~ ~ e ~ d t o r s  can locate the outage and direct the 
repair cre~7 to the location. The system ac~s  to derive the outage i ~ ~ ~ ~ t i t } ~  necessary for 
indices d ~ t c r ~ ~ i ~ a t ~ o f f  by recording the duration of the outage and the amiber of c u ~ t ~ ~ ~ e r s  
$affected. It dso pro~ides the probable cause or source of tfiie outage based upon the ~~~~~r and 



location of the iritcmpted customers. Further, the Outage Management System provides the CaI t 
Center with confmation of senrice restoration when repairs or corrections are coinpfeted toy the 
held personnel. The system is suibble for TEP’s use, 

. Staff is concerned that the 4.16 kV (V 
kv”) system represents a source of greater losses to Serve comparable customers as compared to 
&at of +the 13.8 kV circuits. At present the 1 khr circuits are supplying about ~~~0~~ customers 
wit11 a combined load of about 440 MW- The aim would he to reduce the line losses required to 
sene  this load by an upgrade to 13.8 kV. The load and power €actor remaining constant, &is 
increase in circuit voltage would decrease the cment in the lines by a factor of 4.16A3.8 or 
about 30 percent of the equivalent 4kV curelit levels. As line losses vary by the square of the 
current, line losses could decrease to about 10 percent of the 4 kV values. This could represent 
significant savings in temis of tlie costs of energx lost and in reduced peak demand. 

There are sipificant costs in such a conversion including the replacement of the 
distribution transformers, possible insuhtor replacements, increased phase wire clearances, and a 
question as to the conversion of the substaxion to supply a 13.8 kV source. Staff is 
recommending that TEP initially perform a snid>7 of the potential loss reductions and an estimate 
of the costs required to comwt 5 to 3 selected 4 k\’ circuits. Staff‘s r ~ c o ~ ~ ~ d a t ~ o ~  to the 
Conmission is for TEP to perform a cost-benefit study followed by a pilot program as discussed 
above uith a report of the rcsults. 

Customer ~ ~ ~ e ~ ~ ~ ~ .  Ln rcsponse to S D  6.09, TEP staled that about 42. percent of its 
customer meters are -4MR. Subsequent discussion witb TEP personnel revealed that there are 
very few AMI meters cm~mtly  in use. Generally speaking “AMR” rncters provide for rcmoEe 
reading while an “AMI” meter, sometimes referred to as a ”Smart” meter, em provide for tivo- 
way ~ o ~ ~ ~ c a ~ ~ o n  a d  can be provided wit11 control features for customer appIiancc 
management and can provide service connection and disconnects remotely. Future movement to 
a ”Smart &id” will require customer metering by ‘*AMY meters. Otlier advantagss of an 
meter is rhe ability to re-program its metering set-ups of time-varying rates remotely on a 
customer specific basis. 

Staff reconmends that the Commission order TEP to mo’i’e toward an AMI metering 
system. 

StaE had inquired in a Data Request (STF 6.04) 
w analysis of the distribution system. 111 response, 

TEP stated that these are performed only when a problem is knowin to exist or to review 
proposed s.lvitcbing routines that are suspectsd to create problems. Staff tfiink that periodic ioad- 
flow analysis to review the effects of s>*stem demand changes. fault levels, and as a check on 
circuit loading, cm identie problems in loading and losses prior to such occurring. Also, 
periodic load-flaw results can he checked for agreement with actu r n e a s ~ ~ ~ e n ~ ~  of the system 
loading to coixzct problems with the system circuit model that the program is using for its base 
results. 

... 
f l l  



Staff w d d  recoimnend $.hiat TEP set up a routine of periodic load-flow analysis of its 
system and confirm that the model is accurate. 

. Staff have reviewed this 
incident arid the following is our u ~ d e r s ~ d ~ ~  of &e cause a3d resulting ef€ects on the system. 
C k  the date stated at about 0700 brs, TEP's d ~ ~ t ~ h u ~ o n  system suffered rn outage of several 46 
kV and 138 kV d i s ~ ~ ~ ~ t i o ~  substations. Tfic outage coincided ttith the scheduled removal from 
senlice of an Arizona Public Service Company traisrnission fine. The s ~ ~ s t a t ~ o ~ s  were tripped 
by a load shedding action of TEP"s Local Area Protection Schemz. As a res&, about 46,645 
customers were affected with a loss of' service. The majority, about 40,581 of the outages were 
restored to service in about 3 minutes. ,Another 4,569 in 25 minutes, and the remaining 1,495 in 
about SO minutes. Staff believes that the load shedding operation m7as not due to the TEP 
operations failing to provide sufficient Iocd gcneration, but was primarily due to an incorrect 
setting of 'I'EP's Tie Open Load Shed system. 

Staff also believe that the cause of the outage was m iiiconect set-up of the Tie Open 
Load Shed System for ihe outage of the 500 kV transmission line. N o  written procedure was 
necessary or customary for the varying of '1'EP's local generation. There were some positive 
outcomes of the incident in that an error in the SCADA display ' I X ~ S  rcvealed and a missing 46 
kV breaker indication was noted on the load qhed restoration display. TEP's initiation of a 
procedure for the setting of the Load Sficdding is proper and should help to prmeat any repeat of 
the incident. StafPs only suggestion is Iliat during any hture circuit breaker operation in the 
distribution subslatiom. m effort should be made to co~ifirm the concct indication appears on the 
SC44L3,;1. display of breaker positions. 

Recomiendations: 

Staff recornmends that 'TEI-' rnaiiagement consider allocating funding to increase the number of 
distribution circuits to be addressed ivith upgrades from the current one circuit per-ycar ralej 

As explained in the Direct Testimony of Ralph Smith, Staff has made a policy r ~ c ~ ~ ~ i ~ ~ ~ ~ d a t ~ o ~ i  
that post-test year plant additions that can be confirmed as in service b) December 31, 2012 be 
included in rate base. Staff reconzaiends the inclusion in rate base of those post-test year plant 
additions. 

Based on Staffs evaluation, YEP'S Call Center perfoms effectively and e ciently in response 
to outage notifications as well as cuhtomer bill inquiries. 

Staff r g ~ o ~ ~ ~ i ~ s  that TEP initially pzrform a study of potential line loss r e ~ ~ ~ c ~ i ~ n s  for 
upgrading one to tlxee 4 kV circuits prior to im ~ e ~ ~ e n t ~ ~ ~  a broad d ~ s ~ r ~ b ~ ~ i ~ ~ ~  sysicm upgrade, 
If the study indicaxes l ~ ~ ~ - ~ e ~ ~  ~ o ~ ~ ~ ~ v ~  benefits, then a pitot program wouM be ~ ~ p r ~ p r ~ a t ~  for 
the upgrade of a select circuit to determine actual costs and detclop ~~~~~~~~~~1~ and outage 
~ ~ ~ ~ e n i ~ ~ t  procedures that  ill be ~ ~ ~ o l ~ ~ e d  in the upgrade process. 



Staff recommends that TEP continue upgrading toward AMI meters. 

Sziff recommends that TEP move tnwmd equipping its feeder circuits u%h mcters to provide 
compwible data to what is provided by the circuit metering of2 TEP's distribution circuits. 

Staff reconmends that TEP establish a routine of periodic load-&\;\, analyses of its d ~ s t ~ ~ b ~ ~ ~ ~ ~  
system and confirm &hat the system circuit model is acclzrate. 

Staff recomniends that, after the Kiovember 9, 2012. outage, that TE,P use my future circuit 
breaker operation in tlie distribution sysrem to con.fim1 that the correct indication appears on the 
SCnDA display of breaker positions. 
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A. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

PIease state your name an 

h4y n m e  is Williani MicIme1 Lewis. 

'iliheelersburg, Ohio $5694. 

My business address is 934 V d k y  Street, 

Please describe the nature of tile firm. 

WML&A is a Consulting Engiriccniig firm tviiitch provides various engiiieering senfiees, 

primarily in areas of electrical power and electric utility operation, to a range of clients 

incfuciing investor-ouxed electric utilities, mmicipal utifities, international investment 

organizations, and regulatory bodies. The firm was established in 1958. 

Please describe your background, educatiou, and experience. 

I have been ernployed by I,&A since 1979. My prior employment was mith 

Goodycnr Atomic COT. and Westinghouse Electric. Positions that I haw hsId at 

%WL&A include Ser3ior Engineer, hlaiager o f  Engineering, Vice-Fresidcnt. and 

President. I bold a BSEE degree from Ohio State Universiv and an MBA from Ohio 

Lniversigr. For the past 20 years, rnuch of my work has involved %reign a s s i 2 ~ ~ ~ e n ~ s  OB 

behalf' of the Asian Development Rank and the World Bank regar ing prqject post- 

evaluation, feasibility studies, and re.\ie-ws of operation and maintenance of various 

generating s lahis ,  wbtzst and mrd i r ~ ~ ~ ~ ~ ~ s i o 1 ~  arid d ~ s ~ r ~ b ~ ~ ~ o ~  systems, 2nd utifiry 

~ ~ a ~ a ~ e ~ ~ ~ t .  ~ ~ d ~ ~ ~ ~ n ~ ~  tasks ~ n ~ ~ u d e d  tbe design of facilities and ~ r e p ~ ~ t i o ~  of 

agreerner,ts for the i ~ ~ e r c o ~ ~ c t ~ o n  of utilities, p ~ e p ~ ~  g operating agreements between 

utilities and i ~ ~ ~ ~ ~ n ~ ~ n t  power producers, m d  various tasks refatcd PO &e ~ r i ~ ~ t i ~ ~ ~ ~ ~ ~ ~  of 

electric utilities in 

education are presented in my resume, which is inch 

testimony. 



I 
3 
i 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

I4 

15 

16 

37 

18 

19 

20 

21. 

22 

23 

24 

25 

26 

A i  
q- 

28 

25, 

3 0 

31 

Direct Testimony of W, hlichael Lewis 

Page 2 
Docket No. E-0 1933A- f 2-029 1 

A. 

A. 

A. 

A. 

e mature of your testi 

My testimony describes aad presents evaluations, observations and r e ~ o m ~ e ~ ~ d ~ ~ i c ~ ~ i s  

regarding aspects of the Tucson Electric Power Company (TEP*+ or ' ~ ~ o ~ ~ ~ ~ ' ' ~  

" 4 ~ ~ ~ ~ i c a ~ ~ o ~  before the Arizona Corporation Commission ("AGC"' or "'Commission") in 

Docket No. E41 9331%-f 2-0291. Specifically, T address investiga~ions for the ACC Staff 

of engineering anafyses of certain aspects of TEP"s Application, including requests for the 

iiiclusion of post test-yea plant additions in rate base and ttvduations of TEP's 

d i s ~ ~ b u ~ ~ o ~  system service qadi? indices. 

at is the major focus of  your i ~ ~ ~ s ~ i ~ ~ t ~ o ~ ~ ?  

The major focus of my investigations was field investigations o f  certain TEP facilities 

throughout Aizona, ix~cfuding dismssions with I'EP personnel. Field invesrigations were 

made on October 29 through Xowrnber 1 by myself and Kenneth C. Strobl of Technical 

Associates, Inc. and were coordinated and accompanied by TEP personnel. Mr. Prcm 

of &e AGG Staff ~ c ~ ~ ~ ~ ~ p ~ ~ ~ ~  us 3s well on October 29 and November 1. 

The purpose of these field ~ n ~ r e s t ~ € ~ t ~ ~ ~ n s  was two-fold. First was to visit and review a 

number of the major construction pro-jects included in the as-Elcd $42 million of toral 

gross post-test year piant investment additions that thc ~ o i ~ ~ ~ ~ y  is requesting be included 

in rate base in tIGs case. The second was tu discuss with TEP personnel these projects m d  

the other operational. uences on the current and projected quality of electrical sen-ices 

to E P  c u ~ t o m ~ r s  in Arizona. 

r e  

's d ~ ~ ~ ~ b ~ ~ i o ~  system service 

quality indices, the c ~ ~ s t ~ c ~ ~ ~ n  and ~ p ~ r a t ~ o n s  of qelected plant facilities currexitly in- 

'or expwted to be in-senice in the next Fcw months, znd the peneraf 
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capahiiities and operations of  TEP's network assets to provide electric sewices to its 

Arizona customers, The field i ~ v ~ $ t i ~ ~ t i o i ~  aid reviews of project developments 

included discussions with TEP engirrccring and other technical personnel in charge of, or 

~ ~ i c i ~ ~ t i n g  in, the construction, o p e r a t ~ o ~ s ~  and deve~opn~ent of aemork facilities and 

network monitoring systems. In addition to these fiefd activities, we reviewed portions of 

TEP"s prefifiled Application and testimony in this case, as w e l l  as documents such ils TEP's 

Fcderat Energy Rcgufatory Commission C'FERC"') Form Kc). I ,  and its critical circuit 

analJ-ses,patroi ~ r o E ~ a ~  reports. 

UJe also prepared data requests to the Company, the bulk of which addressed service 

quafity aid distribution system iadices, and post test-year plant invcsments that are 

proposed by TEt' for inclusion in rate base in this case. Our reviews of 1'EP's responses 

to these data rzqtxests were a major influence on the deselopent  of the itinerary for tlie 

ficld investigations and the contents of this testimony. 

Q. 
A. 

A. 

What are the impacts of your efforts on behalf of AGC Staff? 

'I'he fiefd investigations. the discmsions with 1 EP personnel and tbe reviews and m 

of TEP filed testimony and responses to data requests in this case provided some 

perspecti1 e and understanding of the Coriipmy's installations m d  ~ p ~ ~ ~ t i o ~ s  of its ele~tsic 

mtsvork facilities and monitvririg systems in Arizona, The remaitnder of this ~ ~ s ~ ~ ~ ~ ~ y  

discusses these observations and e5 aluations, m d  provides r e ~ o ~ ~ ~ ~ ~ ~ a ~ j ~ ~ s  for the 

Commission's consideration regarding these msters. This t e s t ~ ~ o ~ ~  also contains 

c o ~ ~ i e ~ ~ s  regarding the capabilities of the TEP personnel we met in our EeId visits that 

are charged with ensuring that facilities and systems ase safe, reliabfe, a id  operate in an 

effective manner to meet the elec cal service needs of 'TEP cusfomers in Arizona. 

rie escri 

The ~ ~ ~ ~ ~ ~ ~ i ~ g  general topics axid issues are addressed, ;?t least to some extent. in this 

testimony: 
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Bualitv of ~ e ~ ~ c e / ~ i s t r ~ ~ u t i o ~  i~~dices  --- refers to the operationd qtiafity and 

electric sewice perfomxmcr satisfaction provided LO TEP custoniers, ineIuding 

electrical power quality complaints. 

Post Test-Year Plant ~ ~ d j t i o ~ s  --- relates to the Company’s requested inclusion of 

~~~e~~~~~~ in new and replacernenl plant and equipment system components. 

_.~-.,,-.....--- TEP Call Center --- reflects the procedures a i d  operations of the central facility for 

the receipt of customer outage calls md general customer sen-ice informztional 

inquiries. 

I TEP Outage Management Svstem --- relates to TEP’s monitoring and responses to 

distribution system operations, outages, and r ~ ~ ~ ~ s , ~ ~ ~ ~ ~ ~ ~ t s  af network 

eIectrical components. 

--- ~ ~ ~ ~ ~ ~ u t ~ o n  System UDtrra.de (4.16 kV to 13.8 kV) --- ref‘ers to the on-going 

~ a i ~ t e ~ i ~ ~ e ~  replacement and operation of TE ‘s 4.1 6 kV d ~ ~ ~ ~ ~ u ~ ~ ~ n  system in 

terns of the cost, reliability and loss redEction compared to its typical 13.8 k\’ 

d ~ ~ ~ r i b ~ ~ o n  systcm. 

Customer Metering --- relates to TEP’s eEorts and plans associaxed with its 

approach and ~ ~ p ~ e r n e n ~ ~ ~ i ~ n  of advanced metering systems. 

--- reIates to November 9,2 12 outage of several 

http://UDtrra.de
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These topics and issues arcre a~dressed by This t ~ s t ~ n i ~ n ~  in a geneml manner. The scope of  

tliese topics is too grmt to be addressed in a compleiefy ~ o ~ p ~ e l i ~ ~ i s i ~ ~  manner -~n;ithin the 

schedule dlotted for the processing of this rate case a ~ p J ~ c a t ~ o ~ .  

hat is your g csti-i.6.e cof the o 

F o ~ ~ ~ i ~  ~ C S  1% itness in your field visi t? 

Gcncrally spesking, die Companj *s  plant fkilities, iiemmk systems and operalions 

appear to reflect thoughtful planning, and appea to he effectively utilized and n i a ~ ~ ~ a j n e d .  

The Company's operating pracdces, including its preventative maixttezianee planning and 

outage response practices, ~7hieh are cuneiitjy developing new soft.jl.we support for 

systcin operations (an adaptation of hMXiMO), as well as the technical and 

administratis e persomiel involved, demonstrate an acceptable level of competence and 

qualiv of expertise. 

it. W O W  EFFORT AKTP EVALPATIOKS 

Q. Ptease describe your waluations and the rote of your Piefd investigations in this work 

effort. 

Our work effort coimcnced xiiith reviews and analyses of TEP's Application and filed 

testimony in this prvczeding. To supplernznt the infcmiation in TEP's Application aid 

prefiied testirnon-j, ~e rzcietved a vaiety of d ~ ~ ~ i ~ n ~ a t ~ o ~  filed in support of its 

Application. 

A. 

Additional iitfornzation was acquired and aidyses were made bsed on TEP"s responses 

to data requests issued by ACC: most nolablj StaE Set S7'F 6.1 t'hrough 6.42, STF 

ses to STF 6.13, 6.14, 6.35, 6.37 and 5.32. 'JEP 

responses to Staff data requests STF 6.1 through STF 6.42 address the Company's plant 

j ~ ~ ~ ~ s ~ ~ e ~ i t  projects including those ested for incIusion in taLe base in this case. 

A breakdown of the i 

m d  ~ ~ t ~ ~ a t e d  in-seniice dates for the projects in excess of ~~~~~~~~ claimed by 'TEP as 

post-test year a d d ~ t ~ ~ ~ s  was ~ ~ o ~ ~ d ~ d  by TEP in response to data request STF 6.32. 
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Data requesfs STF 6-15, 6.16 asld 6.35 addressed TEP‘s claims and calculations regarding 

customer service complaints and electric senice rc€iabilit? and quali%. The latter 

reflecting TEP’s evaluations of Customer Averags I . ~ ~ s ~ ~ t ~ o n  ~ ~ a ~ ~ o ~ ~  index JCAIDI), 

Sysrem Average ~ n t e ~ p t i e n  Duration lndex (SAID1 ), and Sysrern Average ~ t e ~ p ~ ~ o ~  

Frequency Index (SAIFIj. 

A I 

A. 

ication of system 

Electric utilities record cmd report information on system outage events using a variety of 

methods which, taken together, provide a measure of system quality o f  service as reflected 

by the frequency md duration of power outages to the average customer. These thee ( 3 )  

indices are the more usefiilt. indications of refiabiliry and the most cox-runonly reporkd. 

T13ie c h ~ a ~ t ~ ~ s t i c s  can be inferred by tfie descriptions above. SAfH (on ax? annual basis) 

is the sum of the number o f  customers interrupted divided by the total number of 

customers senred. Shll X is the total of customer ixztemption ations (in minutes) 

divided by die total number of customers scrsed. CAIDI can be calculated by 

SISAIFI. which is then an indication of the i n t e ~ p t i o ~ s  and duration of such 

intemptions expen en ce by the average customer served by 

annual basis. 

sis ia. 

is set by rnst i~te  of Electri 



1 

2 

3 

4 

5 

6 
7 

s 
9 

10 

11 

12 

I3 

14 

15 

15 

17 

18 

19 

20 
21 

22 

23 

24 

25 

36 
37 

223 

29 

irwt Tcstimony of W. Michael Lewis 
Docket No. E-01933~4-12-0291 
Page 7 

TEP as do most o f  the investor-owned electric utilities in the LJSA as wetI as xnost of the 

Iarger Municipal and Federal agency utiiities. 

A. 

Q- 
A. 

Are the indices re 

No. IJtility practice is to develop the data for the c a ~ c ~ ~ l a t ~ ~ n  o f  the indices an "swtained 

intenuptions" which are defined as those ~ n t e ~ ~ t ~ o ~ l s  of five ( 5 )  miiiutes or more. TEP 

employs this time mcasure for its zvaluatioiis. 

What has been TEP's recent performance as in icated by its indices'! 

At page six of the Direct Testimony of Xk. DcConcini, there was presented a discussion of 

the recent results and a comparison to other utilities. comparable to TEP in size and 

service area. In response to S'fF 6.35. TEP iitrnisfled spread sheets of month and year end 

results for the indices for calendar years 2007-201 1 .' We have reviewed these as 10 the 

qualiiy of data and calcuI~?tions (and found them to be accurately calculated and properly 

presented. h suimiiary of the provided results for the years 3009-201 1 is as fctllows: 

In the above data, SXIDI and CADI are in minutes aid die values include major event 

days (94EDs"j. 

at is a ? 

ortion ofa  23 hour time period wherc the service area is s 

10 cxtreme or unusuai co 
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Q. 

A. 

A. 

be ~~~~~~~~ in 

Yes. fa a ~ d ~ t ~ ~ n  EO the five minute threshold, EEE-1366 defines the impact of sa-ious 

aspects of weather (storms, high i v i n d ~ ~  t e ~ ~ e ~ a ~ ~ ~ ~  variames, etc.) as designated N%L=’Ds. 

The indices are calculated on an annual hasis (or for a gii7en time period) with and u-ithout 

the e@& of outages occurring during MEDs. In the response to STF 6.35, TEP provided 

both sets of indices for the periods listed above. 

What can be said as to these results? 

Considering the values of the indices m7hkh are inclusive of MEDs, TEP has good 

rc1iabiU-y in its distributioii system. 1 would consider a pit7en distr-iburion system to exhibit 

very good reIiabili% if the annual SAIFX has a . \ -ah  of 1 .OO and a c o ~ e s ~ ~ o n ~ ~ ~ ~  SAIUI of 

about 90 minutes. That woufd mean that the average ~ u s ~ ~ ~ ~ r  experiences one outage per 

year with a duration of 90 minutes. TEP’s rcsults =e not signifkantly below those values 

and the results listed do include the effects of MEDs. TEP‘s indices for 2011 were 

sifificantiy dfected bg three { 3 )  MEDs. 

not ~ e ~ t i o ~  the relative ra 

Q you eo~sidcr t 

No. At first blush, that kind of determination may be adequate but there are too many 

varia-rces that. in my opinion, can make such an evaluation midsading. These include 

such considerztioas as the nature of a giben utility’s serxice area, the mix of radial versus 

networked feeders, the proportion of ~ ~ d e r ~ o ~ ~ d  sett’ices, customer dcz~ity, repalive 

Lengtfn of feeders, distances from service centers,  in^ and wind conditions of the 

service area, etc. Also, xhe reporting md data collection qzrality across 

utilities can vary grestly. I u 7 d d  prefer that the \-dues ofthe indices, Kith and witliout 
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A. 

Q. 

A. 

A. 

A. 

Based upon discussions wjth thc TEP pcrsomiel responsible for thc calculation and 

p r e s e ~ ~ ~ ~ ~ o n  of outage data and ~ b s e ~ ~ ~ ~ @ ~ i s  of how the data is collected, I would 

efiaracterize TEP*s performance BS escelfent in that regard. 

would you ~ e ~ Q ~ ~ ~ ~ d  that the ComnoEssion eon& 

reliability and what actions on the part of TEP are a ~ p r o ~ r ~ ~ ~ e  at this point in time? 

I would recommend that the Commission evaluate TEP's reliability on the basis of the 

iiidiecs bciiig niaiiitained at present lewls as a ininimum. Our discussions md review of 

TEP's outage nunageme& and data collection indicate that TEP places a high degree of 

ef%iu-t in monitoring outages, caiises, and outage durations as we11 as the number of 

customers affected. This should he maintained at current levels and TEP management 

should continue lo use the indices as ct priinc indicator o f  its qualily o f  service aid as a 

guide to maintenance and iniprovement activities aimed at the distribution syslem. 

future e ~ a l ~ a ~ i o n ~  of TEP 

Fnrthcr. TEP should determine "Target Values" for SAID1 and SATFJi to bc niaintaiiacd as 

a minimum by TEP, irrespective oftheir raking in tlie reported iiidustsy results. 

Yes. TEP's response to STF 6.22 indicates that it provides 24'7 coverage o f  outages €or 

repair ivith property ~ q ~ ~ p ~ ~ ~  service crews.' TEP has about 61 crews a ~ ~ a i l a ~ ~ ~  for 

responses to outages. The ~ ~ ~ e ~ ~ ~ ~ n  Linemen esjgnatted as "Troublemen" are e ~ ~ i p p ~ ~  
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with one-man bucket trucks u-hlcli they k k e  to their homes which allows for f 5 minute (in 

most cases> response to outages and by beiiig dispatcbe from their residences provides 

for geIierally good area coverage of outages. For major outages that require multiple crews 

and the larger ~ q ~ i ~ ~ ~ ~ ~ t ,  crew3 report to the main Trvington campus where major 

equipment axid materials are stored. TEF e m  also have such delivered 1.0 the outage site. 

A. 

A. 

degree of r e ~ ~ a b i l i ~  as far as ~ i ~ ~ ~ ~ ~ ~ g  outage 

Based upon the above description of staffing and merhodology and our observations of 

actuaf outage responsit during OUT fieid visits, 1 at12 satisfied that TEP is providing prompt 

response to customer outages aid reason ly  zing outage durations. 

As a part of our invesligaiions, we requested a listing of service interruptions that afkctcd 

300 or more customers and had an o u ~ g e  duration of more thm four (I) hours over the 

part four (4) years, This was per STF 6.15.3 A review o f  the provided confidential 

response indicated that a major came of significant outages was drrc to pole faiIurcs that 

resulted in removing complete feeder circuits from service. We discussed this with TEP 

personnel dwiiig our field obsen-axiom and visits as to TEP's analysis of the Cause arid 

xvhat preveutive measures are being taken to finlit such in &itwe. 

TEP has iilitiated a program for the replacement of wooden poles that are observed to be 

in a weakened condition with steel poles. Fmtlier, wood poles in mid-span of feeders are 

also being replaced with steel poles to limit the extent of feeder failnres. In addition, TEP 
~vi l l  he using steel poles exclusively for all new c o ~ s t ~ c ~ ~ o ~  and for replacement of failed 

wood poles. 
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A. 

Q. 
A. 

A. 

agree that this 

Yes. hi my opinion, this progratn is tt good response to what has been a ~ o ~ s i d e r a ~ l ~  

problem and should result in increased reliability in the future. 

What other e 

S ~ ~ ~ ~ ~ ?  

Duz-ing ow discussions with ?‘EP personnel, we were informed of a program TEP employs 

to surt-e? the system feeders on an annual basis. rank them as to repals andi’or 

irnprovenzent stams. and then proside upgrades arid preventive rnaintcnance to the highest 

raked fccder circuits. Thc ranking system utilizes the feeder circuits’ individual 

rcfiability indices as a part of the formula that produces a ?xore** for each circuit. This is 

refen-ed tu as “(kitical Circuit Kmking’’ developed b? TEP Distribution Engineering. TEP 

provided a description of how this planning is appficd and the resulting rankings. We I~avct 

iiicludelzf it here %s Exhibit 10. 

What is your assessment of this progrdm? 

In my opinion t h i s  is an cvcellcnt progrrtm and indicates that TEP is putting sigllificant 

effort into impro-ving its distribution system qualiiy prior to €&lure and the ranking 

rccogilizes the value d the distribution indices on an i n ~ i v ~ d ~ ~ ~  circuit basis as an 

indicator of required prevenfix maintenance mdior upgrades. 

o yora have any co 

I think. one concern i s  that there is a mentkm that funding d ~ ~ ~ ~ ~ n e d  upgrades and 

repairs may he limited to the point that only one circuit per year may be pursued. Given 

the nmnher of ~ ~ t ~ ~ ~ ~ t ~ o ~  circuits. that could delay some ~ ~ ~ c ~ ~ ~ s - ~ ~ ~ c ~ ~ ~ ~ ~  on their 

r a n ~ ~ ~ - ~ ~ r  long perio 

fimding to increase the number of circuits to be addressed 011 an animal basis. 
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A. 

A. 

A. 

Are you 

Yes, I reconmiend that TEP work toward increasing the pace of upgrading critical circrrits 

that are in need of preventative n i a ~ i ~ e ~ ~ ~ ~  or upgrades within ils ~ ~ s ~ ~ ~ u ~ i o ~  system. 

We reviewed the iiumber of distribution transformer failures and replacement over recent 

)car, the system power lactor performance arid correctis7e xneasmes pursued, the 

penetration of ~ ~ e r ~ r o ~ ~ d  services, metering aspects, planned system i ~ p r o ~ e ~ ~ ~ e n t s  as 

regads the older 4 ktl' circuits, and the determination of the distribution system Losses. 

hat were you able to c ~ ~ ~ ~ u  

We have concluded that the ~ ~ s ~ ~ u ~ i o ~  Isasformer failure rate is wiihin expected range 

and t h t  'TEP has smclied and continues to monitor the d ~ s t ~ b u t i ~ ~  system power factor 

and has provided fhe required corrccl'ion of such by the ~ ~ s ~ a l l ~ t i ~ ~  of capacitors. The 

present level of under grounding is at 67 percent (STF 6.32) on a customer -sen.ed basis 

and this appears to be reasonable and increasing? Aspects of metering types and 

a ~ p l i c a ~ i ~ ~ s  itfe discussed hereafter as are planned system improvemenzs and loss 

d e t e ~ i ~ a t ~ ~ n .  

ase In This Case. 

A. Schedule B-2 of TEP's A p ~ ~ i ~ a ~ ~ o ~  identifies the post-test year gross jurisdicrioiial utility 

plant investment % d d i ~ ~ ~  of $42.480 million being: requested lor inclusion in rate base in 

this case. ?'EP's response to dara reqwst STF 6.42 provided a list of projects each of 

u7hich is in excess ~ ~ ~ ~ ~ ~ , ~ O ~  rotaling $37.066 ~~~~~~ that are included in E P s  post-test 

year request. 5 
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The projects provi ed in response to STF 6.32 represent about 87% of the total post-tesx 

year amount requested by TEP. The project list pror5ded the basis for the projects we 

scheduled for visit in the field a id  lo discuss with TEP persoraef. The fist o€ projects 

provided ia TEP’s response to STF 6.32 is provided as Exhibit 5 to this testimony. 

Q. 

A. 

EP’S Response 2-0 STF 6.42 

/Or ~ j s ~ ~ s s ~ d  With TEP Perso rncl During Your Fie 

Arizona? 

The following are the projects ohsewed andior discussed with TEP persomiel, including 

die project investment amomits and ‘TEP’s proposed ia-service dates: 

I 
Each of the above prc)jects was observed aiidior discussed with TEP persorinel direcrly 

rcsponsibIe for the project. With regard to the Sa1 him project, discmsions v d x  

persoiUIeI directly in charge o€ OF ersight md i ~ ~ p ~ e ~ e ~ ~ ~ a ~ ~ Q ~  of the project were 

unde&kzii at TEP facilities at die Swdt generating station site. It xlioufd be noted that 

with regard to the San Juan  project, the current TEP request represents a portion of on- 

going suh-project upgrades zund rebuilds that haw been underway fox a couple of years 

and will contime into tiic future. This is the case because o i  the age of the San Juai 

facilities and the need for certairr e ~ ~ ~ ~ r ~ ~ ~ i e ~ t a ~  cornplj a n ~ e  ~ ~ ~ ~ - ~ ~ t ~ ~ ~ ~ ~ .  
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A. With regard to txlt? projects listed &ow: we e o i ~ ~ ~ ~ ~ d  the current operational nature of 

the pr-qjects md'or the operational nature by TW's claimed date of' December 3 1, 2012. 

As mentioned previously. we did not visit the S m  Junn facility. but were asstred by the 

TEP personnel in-charge that the plant and equipment that is refft-ctcd in TEP's rcquested 

of post-test year additions is in-sexvice at this time. 

The following is a brief d ~ s c ~ s s ~ ~ ~  of the projects reviewed and reflects our obsen-ations 

of each based on the meetings with TEF personnel responsible for the ~ e q ~ i r ~ m e n t s  and 

expmdirures associated M ith the specific project. 

( I )  Solon UASTP-DI lPD34 -- &is project is referred to by TEP as the Prairie Fire 

project and represents a utifitlJ-scaIc phor;o-voItak sofas power ~ ~ n e ~ ~ ~ n ~  fxiliq7 that has 

now become operationd. This site consists of a fixed-tilt ~ h o t o - v ~ ~ t a ~ ~  system generating 

about 5 MW of electric power. This sire is h close proximity to TEP's solar equipment 

test site in which there are several vendors arid orber participants such as .4rizana State 

Uiiiversitj- working with TEP. The purpose of the test site is to monitor arid e n h a t e  the 

electric output perforniances of various photo-roltaiic pand c o ~ ~ ~ t ~ ~ ~ ~ ~ .  

The Prairie Fire project is a Solon Emrgj- d e s ~ ~ ~ - ~ u i l ~  facility owned and operated by 

'TEP. The project includes all necessary photo-voltaic panels. irrverters, switch gear and 

i ~ ~ t ~ ~ ~ o n ~ e ~ t ~ ~ ~  ~ q u ~ ~ r n ~ n ~  allowing TEP lo integrate this electric generation source (about 

5MJVj into its electric nctwork. 

(2) 
power sz&jr>n jocatcd in New Mexico which is 19.8% o ~ ~ e d  hy TEP and consists of four 

(4) coal-fled units. The age of t e station and the necessity to nect c~~~~~~~~~~~~ 
e the ~ p ~ ~ d ~ ~ ~ ~  and replacing of 

~ n m t  over the last couple years and continue into the h m e .  Steam flow 

stances have resulted in ~~e~~ 

e units. This has 

San Juan-CBO 00 --- San Juan is an a p p r o ~ i ~ a ~ e  1,800 M (goss output) 

temperabres, ash erosion, and other ~ p ~ r ~ t i o n ~ ~  circ 

€aligue aid gcnerd corrosive m d  ~ ~ t ~ r ~ o r a ~ o ~  of ~ ~ ~ p o n e ~ t s  of 
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created the need for ~ e r f o ~ ~ n ~  upgrade mdior lacement wurk on the primary 

superheater, expansion joints and stack ceiliiig upgrade, aiimig other sub-projects at S a  

Juan. 

With respect ta the above. TE persomiel proyided a ~ r ~ ~ k d o ~ ~  of the 

requested in this case as post-test year additions. 

The in-service date for these upgrades and replacements was April 30,2012. 

( 3 )  T&D Work hltg-D 1 1 I N%4C --- constitutes the completion and i ~ ~ p l ~ ~ ~ ~ ~ ~ t i o ~  of 

the first phase (Phase T I  of a potential three f3)  phase undertaking by i‘kP to develop a 

coniprehensive computer sofiware system compatibic with TEP opcrations. The software 

SJ stem is to +‘take the place” o€ 12 or 13 wclTk rnavlagemurit S J S ~ ~ S  that were in various 

phases of use arid non-use bq TEP because of the a ~ ~ t ~ q u a ~ ~ ~  nature mdiur current 

inapplicability of these programs w i ~ h  TEP operations and  ern^^^ processes, ‘TEP’s 

comprehensive system is an ~ ~ a ~ ~ ~ t ~ u ~  af Siernen’s MiZXIMO sohv;uc that is currently 

in various stages of usc: b3 clectric u6litks & m & ~ ~ t  ihe country, such as ~ ~ ~ l ~ i i d  

General, DLJW Power and Salt ver Project. TEP’s plaming and d ~ ~ ~ ~ ~ ~ ~ ~ e ~ i ~  of Phase 

I of this project commenced in Aprit 201 1 and was ~ ~ ~ p ~ e ~ ~ ~  in >\lay 2012. Phases I1 an 

IX are still in the c~~nceptud stages and are yet to be presented to TEP’s r n ~ ~ ~ ~ ~ e ~ ~  for 

~ o ~ s ~ ~ ~ ~ ~ ~ ~ # ~ .  
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hnventorjes, ~ ~ ~ t e ~ ~ c e  applications and so forth. For example, TEP pcrsomiel indicated 

that a major €metion of the software systcrn is to provide preveiitivi mzintenance 

scheduljng prompts on work that needs to be done. hi this regard, TEP can then do a more 

efficient job of aialyzing the staffing and equipment necessary to undertake work such as 

breaker maintenance, substation trmsfonner testing and rnoilitorhg, tree trimning, arid 

project consmctjon i ~ i ~ ~ a ~ ~ n i e i ~ t .  

(41 OPC92 --- this project, compfeted and operational during 

the first week in November 2012. provides a tefecomuriications link between the 

northem operations: e-g., L%-S Electric md Gas systems in the K i n p a n  area, and TEP's 

Tucson operational centers. The t e ~ ~ ~ o r ~ ~ u I ~ ~ c ~ t j o n s  1 2  is a microwave system with 

multiple repeater facilities on ~ ~ ~ n t ~ ~ ~  tops to relay sigtials between the locations. 'I3e 

three (3) t ~ ~ e c ~ ~ ~ ~ j c ~ ~ j o ~ ~  paths eiTectively act as 3-UCSs and have replaced ai old 

DS3 system. The longest link beween repertiers in the ncw system i s  about 50-60 miles. 

The t ~ l ~ ~ o ~ ~ ~ c a ~ o ~ ~  link in its exitirety is used to transfer billing and other customer 

i n f ~ ~ ~ t ~ o n  and ata (TEP, UNS Electric and L3iS Gas) as weIl as for the transmissioii of 

supervisory i r i f o ~ i ~ t i o ~ ~  on network. operatioxis. TEP worked with the '1 endor, :%lc&4, to 

establish n7hat mounts to three (3) ~ o ~ ~ ~ ~ ~ ~ i ~ ~ i s  paths witbin thz te leco~i~~i~~~ica t ions  

with "dynamic b a ~ d ~ ~ d ~ '  ~ c ~ ~ o n ~ ~ ~ ~ .  The latter provides the ~ a p ~ b i ~ ~ ~ ~  to ~ a n s ~ ~ r  

traffic among the ~ ~ ~ ~ ~ ~ c ~ ~ ~ o n s  paths to optimize the t ~ a n s ~ i s ~ i @ ~  use of all thee ( 3 )  

paths. 

project in cooperation with the City of Tucson. The project p~~~~~ was stmed by the 

City in 2001, with TEP ~ ~ ~ ~ ~ ~ t i o ~  begking  in 2010, and in-senrice in July 2017. The 

of the expaision of about 2 miles of roadway (East Loop 

ens) .from 2-lanes to 4-lanes. 
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network. The City of Tucson undertook the joint-use trenching work for this project. 

wherein TEP's conduit (and conductors) shares the trench w-itfi telephone arid cable fines. 

hi addition to the typical ~ ~ ~ ~ ~ s ~ r a ~ ~ ~ e  procedures tfiat .;siere necessary for the City to 

undertake for &his public improvement project, the City also had EO deal with 

~ c ~ ~ a ~ ~ ~ i c a l / h j  stalk site c Q ~ s ~ d e ~ a ~ j o ~ ~  that were present at tlni s ~ ~ ~ a t i ~ ~ .  

The TEP Call Center is located at tile Suidt Power Station site, and serves TEP? t N S  

Electric and W S  Gas customers. Our discussions with personnel arid observations at the 

Call Center focused on the operations and functions that relate to outage notification and 

TEP responses to ciutage notifications a id  infomiation risquests from customers. 

The TEP CaJl Center is a 24/? operation with "after hours" crews responding to customer: 

calls. The Cali Center also has rtn Interactive Voicc Reco- tio on C-IVJil-) system should a 

customer choose to iiot speak, at l es t  initially, wit11 a person in the Call Ccatcr. The Cdl 

Center p e r s o ~ e l  ha\ e access to billing infomarion and other sen7ice data when 

responding to a customer call. With regard to extended outages of efectric service, Call 

Center personnel contact ciistonicrs impactcd by thc outage SLS to the nature and estimated 

duration of the oubge as that iirfunliiaition becomes available. 

ow Would You Assess T 

e v.7ere satisfied that the Call Center effectively 'and cfEciently responds to customers 

o~tage  notifications, Le., trouble calls. as well as calls from customers regasding billing 

md other inquiries. 

o w  ~~~~~~? 

Call Center personnel receive outage calls fyom c ~ s t o ~ i i ~ ~ s  whkh also appears as illl 

therefore, alerts the ~ ~ ~ ~ ~ ~ ~ a ~ ~ e  crews ~ ~ o u ~ I e ~ e n ~  that there is an elecET-jc senlice 

outage. Either the number of customer cdls in a specific ne t~ork  asea and/or the 
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appearance of equipment faults on the Outage ~ ~ ~ ~ ~ e ~ ~ e n ~  System AXows TEP to 

evaluate the extent of the scn ice ~ n t e ~ p t ~ o ~ ;  Le., a single customer cornpaxed io multiplt: 

customers. This outage evaluation procedure d l c t ~ s  TEP to dispatch field ~ ~ ~ i ~ t ~ ~ ~ c ~  

personnel in an effkient manner to the ~ o ~ ~ t ~ ~ ~ ~ s ~  of  the apparent faultis) in the network. 

You F ~ ~ ~ i o ~ s ~ ~  discussed how 

discuss the ~ ~ n ~ ~ ~ e  

Yes .  TEP operarates an Outage Management System thaT comhines Geographic Infomiation 

System (%IS’’) mappirig and ~ o I ~ p ~ t ~ ~ - ~ e n e r a ~ ~ d  single-linc ~ ~ p r ~ s ~ ~ t ~ ~ i o ~ ~ s  o f  the 

distribution system. The system operates dm7a to an individual customer level and 

includes circuit features such as switches and transformers. I:pon ~ ~ ~ i f ~ c a t i ~ ~  of a31 outage 

by either the Call Center or by Supervisory Control and Data A c q u ~ s i ~ ~ ~ ~  ~ S ~ . 4 ~ . ~ - ’ ~  in 

xhe casc o f  a feeder circuit bre,&er operation, the operators c m  locate the outage and 

direct the repair crem- to the location. The systcin acts to derive 

necessary for indices d ~ ~ e ~ ~ n a t ~ o ~  by recording the duration of the outage and the 

number of customers affected. It also provides the probable cause or source of the outage 

hges. can  you 

based upon the number and location of the ~ ~ t e ~ p t e ~  customers. F u r k r ,  the 

~ a ~ a ~ e ~ ~ ~ n ~  System provides the Call Center with c o ~ ~ ~ a t i o n  of sewice restoration 

when repairs or corrections are completed by the field personnel. 

Ohsenration of the system in real-time during several customer outages indicates that the 

system is ~ ~ ~ c t ~ ~ ~ ~ a l  and is ~ r o ~ i ~ i ~ ~  the repair crews aid the system operators with 

necessary data to provide lor safe aid prompt restoratioIi of service. 

le for TEP”s use. 
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A. 

A. 

Q. 
A. 

A. 

hat art: your 60 

d i ~ t r i ~ ~ ~ i ~ ~  system an 

h4y Concern is that tlis 4.16 kV c*4 kV”) system represents a source of greater losses to 

serve c ~ r n p ~ r a ~ l ~  customers as compared to that ofthe 13.8 kV circuits. 

So it i s  not a r ~ I ~ a b ~ 1 ~ ~  ~ o ~ ~ ~ ~ ~ ?  

h’o. Thc outage data provided by TEP indicates that 011 average, the 4 kV circuits taid to 

be more reliable, Le., a lower value of SATFI than the 13.8 kV circuits. This could he 

expected, assuming similar levels a f  niainteiiance as these circuits tend to be shorter and 

installed in more protected right-of-ways such as alley u-bere thzy are not subjected to 

damage from \ehiclcs, lightning, ctc. to the IcxeI of the 13.5 k’lr circuits. My concern is 

only related to the potential loss reduction that a conversion could accompf ish. 

Can you elaboratc? 

Yes. At presznt the 4 kV circuits are supplying about 84,000 customers with a conibined 

load of about 440 Mi%. The aim would be to reduce the line losses requirsd IO serve his 

load by an upgrade to 73.8 kV. I’he lctad and power factor remaining constant, this 

increase in circait voltage w o ~ l d  decrease the current in the lines by a factor of3.16113.8 

or about 30 percent: of t-fne eyuityrtlent 41;V current levels, As line losscs vary b>- the square 

of the curcrit, line losses could decrcae to about 10% of the 4 kV values. This couf 

represent simificmt savings in t ams  of the costs of energy lost 

demand. 

in reduced peak 
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KO. There axe significant costs in such a conversion iiicludkg the replacement of the 

distribution transfonners. possible insulator replacements, increased phase &?re 

clearances, and a question as to the con\-ersion of the substatkm to supplv a 13.8 k?‘ 

source. I recommending t h t  TEP initially perhim a study of &e potential loss 

reductions and an estimate of the costs required to convert 1 to 3 selected 4 kV Circuits. If 

&e long-term benefits we positive, then T‘EP would perfom a pilot program to convert a 

selected circuit to determine the actml costs, devclop ~ o n s t ~ c ~ i o ~  mid outage 

management procedures that wifl be invol~ed in the upgrade. 1 am aware of the potential 

difficulties of such a coilversion but tlie beiiefits appear to be attracthe as energy costs rise 

md the potential demand reduction is also a c o ~ s ~ d ~ r a t i ~ n .  

Z4y r ~ ~ ~ ~ ~ ~ ~ d a t ~ o ~  to tlie C o ~ ~ ~ ~ ~ ~ s i ~ ~ ~  i s  for TEP to pcrfoform a cost-benefit study 

followed by a pilot progrm- as discussed above wirh a report of tfie results. 

A. 

A. 

’s C ~ S ~ ~ ~ ~ ~  ~~~~~~~~~? 

In response to STF 6.09, TEI’ stated that about ?2 percent of their customer meters are 

M R . ‘  ~ u b ~ e ~ u ~ n t  ~ ~ s c u ~ s ~ o ~  with TEP personnel rex-ealed that there are very few AMT 

meters currently- in use. 
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abiljty to re-program its metering set-ups of t ~ ~ e - ~ 7 a r y ~ n ~  rates remotely on a customer 

spccific basis. 

A. 

Q. 
A. 

Q. 
A. 

A. 

1s TEP mo17ing tawa 

No. TEP i ~ ~ ~ e d  if uring our discussion of this that it i s  plmtnning to “nmve fonvard 

with caution” and “with the speed of value‘’ toward a Smat  Grid tlmt mould require such 

an installation. TEP has initiated sewxal pilot programs evaluating aspects of sniart grid 

applications other them metering such as direct b a d  control, feeder temperature 

monitoring: etc. 

ation of these “S 

What did yon understand TEP’s reasoning for this l~ be? 

My understanding is that TEP is concerned \%-ith “technology risl;”, Le., that any move 

now toward a large n~ntxnber of the newer AMI meters has a risk of the meters they may 

install becoming outmoded and pssibty combined with an noli-compatible telemetry 

s> stan in future. 

Do you share those concerns? 

I can understand such coiiccm as there is a significant cost impact to hz considered and 

there is soli1c cfiance of’ thi? meters bcconiing out-modcled at some point. But I think that 

concem can be overcome and the advatages of the “’Smart‘’ metering, even at present. 

out-w-eigh the coneems or risk involved. 
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A. 

A. 

e meterkg ~ ~ ~ S t ~ O ~ ?  

I would recommend that the Cornmission order TEP to continue upgrading to an i2ft41 

metering system. 

haw any other comments as to TEP e t e r ~ ~ ~  p ~ c t ~ c e s ?  

We did discuss with TEP personnel ils to its replacemem and depreciation practice 

concerning customer metering, We $yere idonned that TEP currently depreciates its 

customer meters on a basis of 27 years, while their current replacellleiit cycle is about 20 

years. We agree with &c 27 pear depreciation. 

~ ~ s t r ~ ~ ~ ~ i ~ ~  s ~ s ~ e ~ ?  

We had inquired in a Data Request (STF 6.03j as to the f%e ueiicy that TEP performs 

bad-flow analysis nf the distribution system. In response. TEP stated ihat tliese are 

performed only when a problem is houri io exist or to review proposed switching 

~outines that are suspected to create problems.' JVe think that periodic load-fl ow analysis 

to review the effcGzs o f  system demand changes, fault levels, and as a check 011 circuit 

loading can identify problems in loading and losses prior to such o c c u ~ n g .  Also, periodic 

load-flow results can be checked for agreement with actu ~ e a s ~ ~ ~ n ~ ~ ~ t s  of the system 

loading to correct p r ~ ~ ~ ~ n ~ s  with the system circuit model that the ~ r o ~ ~  is using for its 

base results. 

We would r ~ ~ o ~ e ~ d  that TEP set up a routine of periodic load-flow analysis of its 

system and codirm that the model is accurate. 
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d ~ s ~ b u t i o ~  circuit breaker that can provi e an may of power, Var, voftage? and current 

levels to the Energy ~ ~ ~ a ~ e ~ e ~ t  System via SC A.* Also, the circait mekring cm 

provide Kwln and kVm data as well. Our interest is that the total energy usage by circuit 

can bc detmriincd md recorded to be compared to thc sum of &e customers* metered 

usage so that the system losses c m  be determined on a circuit-circuit basis. This would 

allow for determirajng if. for example, a certain circuit has high Iosses compared to 

expectations and measures could be then taken to correct these. 

VIe would recommend that all of the feeder circuits be so ~ ~ u ~ ~ ~ ~ d .  

II. TEP Disfribufiun System Outage of 21-9-2(312 

Q.  

A. 

We understand that TEP had a significant outage on the morning af Novem 

2012. Have you reviewed this incident and if so, what are yolar ~ o ~ ~ l ~ ~ i o ~ s  as to the 

cause and the effects ofthe outage? 

We h a w  rcvicwed this incident and tlic following is our understanding of the cause and 

rcsafting effects on the system. On the dais statcd at about 0700 hrs, TEP's distribution 

spstmi suffered an outage of several 46 k S  arid 138 kV distribution substations. The 

outage coincided with the scheduled remoxd from seni-ice of an Arizona Public Service 

Company transmission fine. The substations were tripped by B load shedding action of 

TEP's Local Arcs Protection Scheme. As a rcsult, ahout 46:645 customers %ere affected 

~ i t h  a loss of service. The ma,jtjority, about 40,531 of the outages were restored io senvice 

in about 3 miaures. Another 3,569 in 25 minutes, and the r e ~ ~ i i ~ ~ ~ ~  1,495 in ahout 

minutes. 

Our initial impression of ?%e nature of the event was based on discussions between TEP 

personnet and ~ ~ ~ r n ~ s ~ i ~ ~  Staff, 'These seemed to inipiy that an insufficient level of Iocaf 

"TEP ~ e ~ ~ r a t i o n  had been provjde~ to ofYset the effect of a. s ~ ~ e ~ ~ ~ e d  outage of the SO0 kV 

~~~~~~~S~~~ ~~~~s~~~~~~~~~ line and that was the cause of &e l o a ~ - § ~ ~ d d ~ ~ i ~ .  

Exh, 8. 8 



Direct Testimony of 1%'. Michael Lcwis 

Page 24 
ocket NO. E-O 1933A- 12-03 1 

Subsequently, we prepared a Data Request @TF 27.0) to TEP for clarifkation and 

additional i ~ ~ o ~ ~ ~ ~ o ~ .  TEP's response to STF 27.0 clarified the  matte^.^ 

The folIowing is based on our revie\& of TEP's responses to  he 14 questions contained irr 

S'TF 27.0. We believe that the load shedding operatioil was not due to the TEP operations 

failing to proside sufficient local generation, but was prb45uil?; due to an incorrect setting 

of TEP's Tie Open Load Shed system. If the lack of locai generation ieyels wits suB'cient 

to cause the ~ o ~ d - s ~ i ~ d d ~ ~ ~  acrion by itself, then an u ~ s c ~ e ~ ~ ~ ~ d  trip of the ~ h ~ l ~ a - S a ~ ~ ~ o  

would have also resulted in load shedding which w? do not think is a planned action. Also, 

d k  of the shed load was restored in about 3 minutes remotely via the 

SGADA, there was su€ficient gencration available to sene the system load. 

The delay in restoring Ihe remaining customers to service was due to one of the 46 kV 

circuit breakers tripping but not disptaying 011 the Load Shed Restoration Display and one 

13 .S kV breaker indicating iz was closed on the SC-4DA vilfien in fact it was actuaXXy open. 

'1Ve assuxnc that both o f  these were verified by freid pcrsoizncl and t h t  accounted for the 

bulk of the delay in returning diose circuits lo service. 

also clarified that the increased level of  focal generztkm was necess,ary to providc for 

the added ~ ~ n t ~ ~ ~ ~ c ~ c ~  condition that the 500 kV line outage created. In ~ ~ d ~ t ~ ~ n .  it also 

inay have replaced purchased power during die h i e  outage. This is a s ~ ~ p ~ $ i ~ ~ ~ ~ 1 ,  since 

TEP did not suggest that. TEP replied to our question as to whether there were any written 

procedures in place relating to increasing, local generation, and if these had been &dated. 

TEP stated that varying local gencration docs not entail a written procedure as thc 

concerned parties are in close proximity to one mother in the 'TEP control morn, 

Hox~e~er,  TEP did confi 

1.0ad Shed System and it is under rek7iew for ~ I ~ ~ ~ ~ ~ e ~ ~ a ~ i ~ n .  

that they are prep ng a ~ o ~ a ~  procedure for the Tie 
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We believe that the cause of the outage was an incorrect set-up of the Tis Open Load Shed 

System for the outage of the 500 kV ~ ~ s ~ ~ ~ s ~ o n  line. No writtea procedure was 

necessary or customary for the varying of TEP's locd generation. There were some 

positite outcomes ofthe incident ixi that an enor in the SCADA disglay was revealed and 

a missing 46 kV breaker indication was noted on the load shed restoration display. TEP's 

initiation of a procedure for the setting 01 the Load S ~ e d d i ~ i ~  is proper and shorxld help to 

prevent any repeat of the incident. Our only suggestion is that during aay future circuit 

breaker operation in the distributiuii substations, an effort sliould be made to confirm the 

correct indication appears on the SCADA display of breaker positions. 

111. CONCLUSIOYS i2hiD ~ C O ~ ~ E ~ D ~ T r ~ ~ S  

0. Please summarize Staffs recommendations. 

,4. Shff recoininends that TEP management consider allocating firnding to increase the 

l imber of distribution circuits to be addressed with upgrades from the current one circuit 

pcr-year rate: 

A s  esplaincd in the Direct 'I'estimony of KaIph Smith, Staff has made a policy 

recommendxt-tion that pc?st-tesl >ear plant additions chat can 'ne coilfirmed as in service hy 

December 31, 2012 be incIudcd in rate basc. Staff rccomcnds the irxlusion in rate base 

o€ those post-test y a r  plant additions. 

Rased on Staff's evaluation, E P ' s  CalI Center perfoms efiectively axid efficiently in 

respor-ise to outage n ~ ~ i ~ c ~ t ~ o ~ s  as  ell as customer bill inquiries. 

Staff r e ~ o ~ ~ e i i ~ ~  that TEP ini-ridzlfy ~ e r f ~ ~ ~  a study of potential linc loss reducrions for 

u ~ ~ r a ~ ~ n ~  one lo three 4 kV circuits prior lo ~ ~ ~ ~ e ~ ~ ~ t ~ n ~  a broad ~ ~ s ~ r i b ~ ~ ~ ~ ~  system 

upg-ade. If the study indicates long-term positive beliefits, then a pilot program would be 

approprizitc for the upgrade of a select circuit to determine acttLlI costs and develop 
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consmction a i d  outage ~ ~ ~ ~ e ~ ~ ~ ~ n t  procedures that will be invohd  in d ie  upgrade 

process. 

Staff recommends that TEP conti~ue upgrading toward Ah11 meters. 

SkE reconmiends that TEP move toward equipping its feeder circuits with nietcrs to 

provide comparable data to what is pro.iiided b?* the circuit xnelei-ing oa TEP's d ~ ~ t r ~ b u t i o ~  

circuits . 

Staff r ~ c o ~ ~ ~ d s  that TEP estzblish a routine of periodic load-flow analyses of its 

distribution systeni md cctilfrrm that the system circuit modd is accurate. 

Staff ~ e c ~ ~ ~ n d s  that, after the Kovernber 9, 2012 outage, that TEP use any fixtare circuit 

breaker operation in the distribution system to confirm that tlic correct indication appears 

on the SCADl% dispfay of brezker positions. 

'4. 
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B.S.. Electrical Engkeering, Ohio State University., Columbus, Ohio 

Power Circuit Bredliers. Ohio State Universify 
Modem Powcr Sysrern PLnalysis, Universiiy of Wisconsin 
Digital Electronics for Power Application, E E E  
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Registered ConsuItant to the Asian Developinent Bank, Manila, ~ ~ i i l j p p ~ ~ ~  

President and hfmllager of Engineering o f  W.M. Lewis Sr Associatcs. h c  

Electric Power Engineer, Goodyear Atomic Corporation (now Martin Marictta 
Energy Systems) 

~~~~~a~ -- Extecsivi: experience iu utility practice, including serving as an experi witness on topics of 
plamii-ig; desiga, construction, ctpcration, and ~ ~ ~ a ~ ~ ~ ~ ~ ~ x l ~ ~  o f  high-voltage ~ ~ ~ ~ T ~ ~ ~ ~ i o ~  lixies and faciiitics, 
(werhrad and underground): high-voltage t ~ ~ s ~ o ~ ~ e ~  and circuit breaker €oading, operation, and 
maintenance: ~-0rking and design clearances on facilities a t  230 kV and above and o thr  acpects of utili& 
practice before the State Corporation Coxrimission of Virginia; and on a s p ~ ~ t s  of electric utility design aid 
operation before the Federal Energy Regulatory Commission. Also served as an expert witness in 
numerous electrical accident litigation concerning inrerpretatjon of the XCSC, OSHA regulations, and the 
coticept of “Ppntdcnt Gtility Practice.” Iias performed reviews of rural electric utilities in :4 countries. 

In addition to experience and expertise in engineering, operation, a13d code ~ p ~ ~ ~ ~ a t i o n ,  prepared o p ~ ~ a t ~ o € i  
manuals for client utilities and industries, prepwed Iraining curriculum for power operators, trained power 

rators and Iinemen, and prepared PM program criteria for utilities and indusQ. ~ ~ ~ e ~ ~ e n c ~ d  in 

Graduate level studies inctude con 
~ ~ c ~ ~ ~ q ~ ~  ki electric rate des&  it^ 

and c o ~ ~ l i ~ ~ e  plans. 

itls of staffing level theory 
f tariSs for electric utilities. 

the use of statistical 
big in safety audits 





E CASE 
CKET NO. E- 

STF 6.35 
At Page 6 of the Direct: Testimony of Mr. ~ e ~ o ~ c ~ ~ i  is a table entitled ‘ ‘ ~ O ~ ~ - ~ ~ l ~  
~ ~ ~ ~ ~ C A I D I  Comparison”. With respect to this bble: please provide all the data, s p ~ e ~ s h ~ ~ t s ,  
c a ~ c ~ ~ a t j o ~ s ,  etc. that show how each of the figures was d c ~ ~ r ~ ~ ~ ~ d .  Plcase provide the response 
in hard copy and electronic, executable format. preferably Microsof1 Excel. 

~ ~ S ~ ~ ~ § ~ :  

Please see the fifes listed below for the Excel spreadsheets prepared by TEP for the requested 
information, 1“Ldditionallq. TEP is in the process of obtaining pcrn~ission from Edison Electric 
Institute (‘%ET”) to provide refiahility reports prepared by EEI. 

1 
I ----T-- 

-. 

File Riame I Bates Numbers 
S ’ E  6.35 2008 TEP Distribution indices Calcs- , 

i 
I ConhdeEtial.xls 1 K/A 
1 STF 6.35 2009 TEP Distribution hidices Cafcs- ! 
\ Confidsntialxls j NfPl 
1 S’I’F 6.35 2010 TEP Distribution Iridices Calcs- I 

I 

~- ’ Confidential.wls 1 STF 6.35 203 1 TEP DistriKtion indices Calcs- 





E CASE 

Piease provide the number of repair crews> is.,  persomel with vehicle, tools, repIacemcnt parts, 
assigned “on-call” after normal business hours on a daily basis. Please include in this response a 
detgled  de^^^^^^^^ ofhnvri the crews are stationed arid bow they are d ~ ~ ~ a t c h e d  io the tocation of 
complaints and/or outages. 

~ ~ ~ ~ ~ S ~ :  

TEP has a ~ p r @ x ~ ~ a t e ~ ~  61 crews avail 
Distribution Operations area. This 
Substations, Relay, ~ o ~ i ~ n ~ ~ c a t j ~ n  arid Metering. 

for emergency response in the Transmission and 
es crews of varying sizes in Line Construction, 

Thc System Control 22 Reriabiliry (“SC&K’) ofgee operates 24 hours a day, 7 days ;1 tseek and 
receives the &st notification of my outages or issues that require crew response. A SC&R 
Supervisor will contact the desigwted on-call Supzrvisor for the type of crew required 
(Substations, Line Construction, et cetera). The on-call Supervisor will rcview &e cmtagdissue, 
determine the size of crew required to respond and perform the necessary empIoyee calfout. 
There is a backup on-caI1 Supervisor in case the primary misses the call. If the prinirrsy aid 
secondary on caIl supervisors miss the call, the area Superintendent receives the calf. 

The majority of the employees called on to respond to the outage or issue report to die hingtoon 
canpus. The equipment and materia1 are alm stored on the Irx i11gton campus. Crews will take 
die necessary equipment to h e  problem location. Dipe‘nciing on the amount and size ofmaterial 
required, The responding crew will take die material, or the Warehouse \vi11 deliver the materid 
to the job site. 

Troublemen drive one-nian bucket trucks home, so they can respond cr7ithin 15 ininrates of a 91 1 
calf. Tliese Joumeqmen Linemen are dispatched based on the area of “town they are assigned. 

RESPONDENT: 

Susan Gay 

Michael DeGoncini 





RUE CASE 

September 25,2012 
STF 6.15 
For each of rhe past four calendar years { 2 Q ~ 8 - ~ Q l  I} and for the first 6 rnoriths of 2012, please 
provide a listbig of all service i ~ t ~ ~ ~ u ~ i i o i i ~  that had a duration of four {4) hours or more and 
af€ected more &ai; 200 customers. Please include fox each outage the date and time: the ascribed 
cause; the duration of the outage; the n ~ ~ ~ ~ e ~  of consumers Etffccted; the feeder a- feeders 
affected: and the nature of the remedial efforts including equipment replaced, if any. Please 
include in this response a description of how the ~ ~ ~ r i ~ a ~ ~ ~ ~  in ffiis response was obtained and 
recorded. The reference to -‘dwdtioii” means from the initial outage report fiorn either the 
customer or system diagnostics $0 the restoration of service to the customer. If the vast m;stjority 
(e.g. 90-<35%) of the affected custoiners had service restored signifkruitly sooner than the 
remaining customers affected by the outage, please dcscribe the circumstances for each s u ~ h  
episode. 

RESPONSE: 

THE FILES LISTED BELOW CONTAIN COhFIDEKTJEAL LYFO 
BE1NG PROVmEn PURSUAXT TO THE TE‘II?/IS OF P R ~ T ~ C T ~ ~ ~  
AGKEERIXNT DATED JELY 6,2012. 

Please see the file5 below for the requested infonimtion. 

I 
I 1 Bates I 

i Numbers , 
I 
L.-- 

-- 
i 

File lVaitie I__ - 

LSTF 6.1 5 2008 OUl’,~Ci~.S-Confidcntial.);T,S W A  ; 
! STF 6.1 5 2009 C)lJ‘i’AGES-Confidential .XLSX -- %*A 

?liA 

I 

----- 
~ STF 6.15 2010 O‘CTAGE-Coniidential.SLSX _-  I 

- ---- 
STF 6.15 201 1 OUTnCES-Coniidential.XLS?( j NiA 

J N j A  . STF 6.1 5 20 I2  C)CTACIES-ConlidentiaI.xIs2;. - -_- ___- 
The informatition in tbis data response was obrained 5orn the Commission custonier-bour outage 
reports 011 file. ?Tie infomation used to complete the Commissioii customer-hour outage repons 
is derived from TEP’s Outage ~ € ~ ~ a ~ e ~ i e ~ ~  System (.‘OltaS”). 

John Toh 

Michael ~ e ~ o n c i ~ ~  





V\IThXS S : 

Michael DeCancini 

. . . . . . . . . .  .... . . . . . . .  . . . . . . . . . . . . . .  .......... . . . .  . . . . .  .- .-. - - - 





4L  
SXXTH SET OF 281 SE 

~ e ~ t ~ ~ ~ e ~  26? 2012 
STF 6,42 
With respect to the approximatdy $40 million of capital investments 
service during 2012 referenced at Page 27, Lines 24 "&rough 26 of 
Testimony, please provide the following: 

a. 

b, 

expects to be in- 
eConcini's Direct 

a list of the specific capital investment projects with ~ s t ~ ~ a t ~ ~  m s t s  in excess or 
$ 5 ~ ~ , 0 0 ~ ~  

thc currat  status of ea& of the capital investment projects; e.g., funds expended to date; 
lirx?ds remaining to be expended; expected in-service date; c o ~ ~ e ~ ~ ~  regarding project 
developments; etc . ; 
my updating of the amounts expected to be placed in-service in 2012, such as projected 
increases or deereasss to any of the spccific projects, additional projecrs and eliminzted 
projects, and etc. to t'nosc provided in (a); and 

tbe specific amount of the capital knestment projects that TEP is requesting be included 
in its proposed revenue requirement in this case. 

c, 

d. 

RESPONSE: September 25,2012 

'%IJ is in the process of gathering :his irfonimtjon and wi!! previdc it as man as possible. 

KESPUXDENT: 

Michael Flores 

i5WhXSS : 

Michael DcConcini 

SCTPPLEMENTAL KESPONSE: September 26,2012 

TEE FILE LISTED BELOW CONTAINS CUPIIFIDEKTL4L ~~Q~~~~~~ 
BEING PROVLDELP PURSI*ANT TO T I E  TEBWIS OF TIE PR 
AGREE,MEXT DATRD Szrtl' 6,2032. 

2.-c. Please see STF 6.42 Certain post-rcst year adds-Confide~~~al.xlsx; for the requested 
information. 

Please see TEPs rcsponses to RUCO 1.07 and 3.01. d 

Michael Flures and Mark A ~ b e r ~ ~ o ~ ~  

ss: 
Michael aeconcini 





Please describe the penetration of 
as of6/3Oi2012. 

179:8 I4 meters out of 429,494 meters (42%) are 

Michael DeConcini 





E CASE 

~~~~~~~~~ 25,2012 

Please state if the Company performs periodic load-flow and short-circuit studics md analyses of 
its disrribution system. If SO, please state huw oftea such studies are ~ ~ r € o ~ e d ~  whar system 
pameters are studied, and how the s%dy resuks are utijized in ~ ~ ~ j n g  and r n ~ ~ ~ e ~ ~ # c e ~  

Power-ihws are only perfonned whcii a problem is hnom to exist, or ~-1icn a proposed 
switchmg rourine is suspected to ha17e problems. Short-circuit studies a e  perEomed .when 
custoiners request available fault cunent, and wben modifications are made to the circuit 
protection scheme to ensure coordination. 

RESPONDEXT: 

Steve kfetzger and Dorman Sandoval 

WTNE ss : 
Michael DcConcini 





September 25,2012 
STF 6 3 3  
Please describe the Compmy’ s metering currently insralled at a typical distribution substation 
&at monitors and records system ~ ~ ~ ~ ~ ~ r s ;  the ~~~~~r~ that are measured by this metering; 
and the measurement data that are stored for later evaluation, 

TEP uses a rneteritlg standard for dIl new or upgraded 138kV and 46kV ~ i s ~ ~ b ~ t ~ o n  slrbstations 
that utilizes the protective relays for each element (i.e. transformer, line, €kedcr) within the 
substation to provide meteriiig information. The relay provides , MVar: kV (line to line avg. 
for each phase), and k i p s  (each phase) infomarion. This i n f ~ ~ a t j o n  is provided to the TEP 
EMS system. The inibrmation is provided to the primary and backup EMS instmces via tbe 
SCADA communications network. T k  EMS information is minored to the PI data historian for 
retention. 

The main breaker on e x h  distribEtion feeder switchgcar lineup contains a meter. The mder 
provides the primary and backup EMS nodes MW. War, kV (line to nerCiral for each phase), 
and -h ips  (each phaso). The EMS inEotmation is mirrored lo the  PI data historian for retention, 
The kvl’h,,, kW%,, kVarln, kVarOut values from the meta are stored in OLU meter data 
management syrtem for retention. The meter also has the ability to provide power quality 
in€ormation. The power quality (harmonics, sags. swells, etc.) and d 1  the information that the 
meter can provide is stored in a database designed by the meter manufacture for rqtention. 

RESPBhTDEh’T: 

Jim Taylor 

WflNESS: 

Michael DeConcirij 





15 ’S T 12 TEP CASE 

RE: TEP D ~ s ~ ~ u ~ ~ o n  System Outage f 1-9-2012 @! 0707 Nfs. 

The following questions refer to the referenced outage: 

STF 27.011 

Staf€’s u n d e r s t ~ d ~ n ~  of the conditions that led to thpv referenced outagi: are as foF0llows: 

On 11-9-2012, at about 0700 Hrs. MST, APS initiated a scheduled outage of tire C h o l ~ a - ~ ~ ~ ~ o  
500 E=v ~ a ~ ~ ~ ~ ~ s ~ o ~  line. There~rpon, E P ‘ s  Remedial Actioa Sc<heme operated shedding load 
at several 46 KV distribution substations. TPZs resulted in outagcs to about 46,645 customers; 
40,581 of m7hich were restored in 3 minutes; about 4,569 in 25 minutes; and tlie remaining 1,495 
were restored to service ill about 80 inhu.~es after tfii: load sheddiilg occurred. Pi-ior t~ the 
outages, TEP ~ ~ e r a t ~ o ~ s  was increasing local generation to cov expected loss of incorning 
suppIj as a result of the outage of the 500 ICV trmsmission I ‘ s  analysis of the cause far 
the Remedial Action Schem activstion is that Operations failed to suffrcientiy increase the 
Local Generati on. 
Please confirm if the above descripiion is accurate. If not, please correct and add any other 
details that would more completsly describe the cause of the outage and restoration actiocs. 

?USFONSE: 

TEP recommends tvvo changes to the subject paragraph. 

1. For the sentence beginning with "Thereupon, TEP’s Remedial.. .**, TEP recomniends 
changing the sentence to: Thereupon, TFYs Local Area Protection Scheiiie operated 
shedding load at x arious 138 kV and 36 kV distribution substations.” 
For the senrence beginning with “Prior to the outages, TEP Operations...“’; TEP 
recommends changing the sentence to: Trior io rhe outages and based 011 systea 
studies, TEP Operations was increasing local generation to be able to cover for the next 
unexpected transmission line loss along with the outage of the APS 500 KV transmissim 
line, TEP’s andysis of the cause for the Local Area Protection Scheme actiyation is that 
Operations failed to suf5cientIj increxc the locaI generation, in a timely manner, prior to 
the APS 500 kV line corning out of senice.’’ 

2. 

The rest of the paragraph is a- lIcuraxc. 

John Tolo 

ss: 
,Vichaei DeConcioi 





December 10,2012 
STF 27.03 
himediately prior to the out-age, was tb:: transntission grid in norinrzl stzdxs or -were there any 
contingencies in effect? 

NSE: 

TEP's SpringerviXle-Greenlee 345 kV line was out of service. 

John Tolo 

WITXESS: 

Michael DeC onciri 



SSE: 

588 MU; were incoming 6.om Cholla to Saguaro: and 76 
to Cholla. 

VARS were outbound from Saguaro 

EKT: 
John Tolo 

W7XT&T S S  : 



1933A-12-0291 
December IO, 2012 

STF 27.05 
~ n ~ ~ d ~ a t ~ ~ ~  prior to &e outage, what was the TBP system load? 

NSE: 

TEP system load v a s  1,304 MW. 

EKT: 

J o h  Tolo 

Trc’ESS: 

Michael DeConcini 



STF 27.M 

What parameters, Le., under-voltage. ~ ~ d ~ r / ~ ~ ~ r  frequency, elc. initiatzd the Remedial Ac~icrn 
Scheme operation? 

TEP does not utilize a Remedial Actim Scheme (‘%AS‘‘), instead tfie Compmy utilizes a TULS: 
classified as a Local Action Plan Scheme (“‘LAWS’’)!. However, aoae of &e parameters 
referermd in the question initiated the TOLS scfieme. 

T: 
Jehn To10 



E CASE 
~ 1 9 3 ~ A - ~ ~ - ~ 2 ~ 1  

December l(t, 20f2 
STF 27.07 

Given the bulk of the customers who lost service were restored in 3 minutes, is it correct to 
assume that this r ~ 5 t ~ ~ ~ i o n  was accomplished by remote operation of one or more circuit 
breakers or switchhg? 



OKSE T 
s G TI= 20x2 TEP 

eeember 10,2012 
STF 27.08 
Please explain ivhy some mstomers’ service required a more extended time to restore. 

Some customers’ swvice required a more extended time to restor:: because I) &fie indication of 
onc of the 46 kV breakers that uippsd was not physically iocated on the load shed restoration 
display, and 2) per the SC-0-4 system, a 14 kV feeder indicated closed on the Energy 
- ~ ~ ~ ~ ~ ~ i ~ i e ~ t  Sysle,vn ((iEMS.3 dispfay, but in the field it sivas actually open. 

John Tolo 

ThTSS: 

Michael DeConcini 



TUCSOK ELEC 
S ~ ~ ~ ~ € ~  SET 

STF 27.09 
Given the 3 minute restoration of most of the affected custome~~, is ir correct to assume there 
was no lack of generation mailable to TEP as a result of the scheduled h e  outagc? 

Correct. 

John To10 



s T 

STF 27.fQ 
m’h& was the K ~ ~ S O I - I  or need to have increased Iocd ~ ~ ~ ~ r ~ ~ i ~ ~  as a rzsult of the scheduled line 
outage? 

For planned outages, E P - s  Transmission Planning Depament m s  system shtdies based on a 
raqge of city load amouiits and the number of lac units on line at air3 time of the planned 
outage. As a result of rlzose sfuudies, there is a requ mount of local generation at given city 
loads needed to protect against voltage instability and overloads for various single contingencies. 



s 

STF 27.11 
%%at written procedures were or are in effect and a ~ ~ a ~ ~ a ~ ~ e  to the operators as to  methods and 
ramp rates to increase local generation. Were such procedures violated by TEF ~ p ~ ~ a t ~ ~ ~ s ?  

The request to increase local generation based on the TULS tables is a verbal ~ o ~ ~ ~ u ~ ~ ~ a ~ i o ~ .  
since the transmission and generation desks are located in ~ r o ~ ~ i i ~  to one another. 

John To10 



STF 27-12 

What units of TEF were being increased prior to the outage? 

Sundt units 3 and 4. 

RESB T: 

Ja-h Tolo 

hXSS: 

Michael DeConcini 



8 
s e; 

STP 27.13 
What actions have been taken or initiated by TEP to prevent such an occurrence in fume? 

YSE: 

TEP has drafied a formal procedure ~ ~ ~ e ~ ~ ~ ? ~ ~  Pi-ocedwe for the Tie Open Load Shed .S’srem> 
outlining the tasks and Bctivities for the changing of TOLS tables. The draft procedure is 
cur-renrlg being circulated for comment and will be implemented upon completion of the review. 
E P  h s  corrected the load shed restoration display as well as the incorrect indication of the 14 
k’l’ feeder breaker. 

John Tolo 

rnTT?\;ESS: 

Michael DeConcini 



s 12 TE E CASE 

STP 27.14 
Please suhmi? a single-line diagram of b e  46 
indicate what devices were activated and the s u b ~ e q ~ ~ ~ t ~ ~ r  a€fected ~ ~ s t ~ ~ b u t ~ o ~  substation. 

V affected by @E Remedial Action Scheme and 

Please see STF 27.14 Loadshsd Restore disCla~s-Confrdi.nti~l.pd~ Bates No. TEP\O30166- 
030168, for the requested information. 

John Tolo 

Michad DeCocshi 





Exhibit 10 
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is 



Page 2 of& 

I 2501 to 3000 

Column E: Circa% Loading 

with a capacity of 1 I! W A  but carrying 12.5 ~ V A  Vvill receive a percentage of 225% A &cut of 
Column E contains the lcading on the circuii as a percentage of its capacity. A circuit 

MVA but carrying Mtilt 5 MVA is loaded only to 50%. 

1.5 

Crrfu;nn F: Ab#& tu Reston, 

Column f contahs the Abiiity to Rstori? mting. The current optkns for this column are 
AI!, Pat-l znd Mane, anti were rlebmined by the Distribution S~~pm-visors in the Map Room. Ai/ 

indicates that, should the entire circuit lockorr',, the e n t h t y  of its load could be transferred to 
adjacsnt circuits within 2 tiers or' switching. Pa? means that only one- to tm-thlrds of the circuit 
co~ld be svlitched to adjacent circuits within 2 tiers of switching. None means that nu load kern 

&e circuit couid be switched to adjacent circuits in only 2 tkrs of switching. 

Goiumn ff: Customers Affezfed 
Customers Affeckd is a column that contains a vaiue between 0.5 and 2. The vat& is 

detsmined by the nurn5er of customers on the circuff (cofumn D). This rating is applied as 

T9IhWS: 

I Customer Count I Customers kffec$ed Rafhc: 1 
I 1000 or [PSS . I  D.5 I 
I 7001 to 1500 I 0.75 I 
I "101 to 2000 1 1 .o I 
! 2002 to 2500 I 'I .25 i 

1 3501 or oreakr I 2.0 i 

This column a& as a multiplier *thin %e cn'ticaf ckmP rankings. The tcjta! of other ranked fieids 
wilt be muffipiiau by this RUmbeC if a circuit hzs sn extrerne!~ large EmOUnt of cusQrr;ers, its 

criticality wjtl increase. If the circuit has a low amount of customers, 3s critisaijty will be somewhat 
discounted. 



Pzge 3 of 6 

wood poles zre atso ignored i f  over 50% of tofat polw in the circuit are st@el. A rating is appfied 
as icilc%’s: 

1 Aoe of cable or wood D O ~ S  f Percentacre of cable o r  wood s o b  1 Ratinn I 

Vail C-27, for exampie, has a CIrcuif CondEion Rating of 8. This is because it had mors than one 

tnird the ave~c je  overhaad and underground m k s  than the aversge circuit on :fie system, $0 

both its undsrground and overhead ratings were cctnsidered. Eightynine percent of We 

undergxxmd cabIe in W - 2 7  vas instziHed betwean 1998 2nd 2007, so ii receives a rating of2 

for the underground portion. Fifty-eight percent of the wood pdes in the circurt were insWeb in 
or before 1981, so fie circuit receives a rating of 6 for the overbead ~ G ~ O R  Adding those ratings 
together gives an wer;llt circuit  con^^^^ r&ng af 8. 

If ifail C-27 had less Wan one-third the average Jengt!! of overfiead expostire, ihen its 
overhead ra:ing ~dould be ignwecl, and the undeFg-ground rating vmuid be doubled. in that 
instance, VU.-27‘s circuif cxmdition rating would be a 4. This aliows us lo bok ai the co~riition of 

circuits that are predominantly oserhead ur underground on the sarn~ scale BS circuits that have 
nore +%%+nIy distfibuted exposures, 

Column J: Redundstncy Facior 

given an AI, it receives a :sting aF 5. ff it is given a Fa&, it receives a rathg of IO. If given a 
None, the circuit receives a rating of 20. 

Redundancy factor is a riiting given based 03 ihe Ability io Restore fieJd, ff a circuit is 

Golumn r”c. Pwcanf Loading 
The percent IDading rziting is based on column E. 



ct;storners ~hos~j taf~,  potice stations, etc) OF multiple criticai customers fussat 
raiing of 20 is given if the circuit supports only ane cr%caf customer. k rating of 5 is given if "Je 

Fircuff ssves only as backup io one or more critical customers. ff Q circuit does m f  senre as %e 

~~~~~ or backup feed for a critical circuit, f does not receive a ratjing. 

-- - 

Colum N: Cr%ka%y Ranking 

previous columns. This number Is ~~~~~~~e~ by adding the ratings from calurnns f throtrgh L 
and then ~ ~ l ~ ? f ~ ~ i ~ g  ths sum by the raiing from cofurnn M. 

The criticality ranking is the total number 9bfaimd from aP the fields which were rated in 

Percent Critical 

Rating Rating 
Redundancy -!- Loading 4- Customsr Factor 

The minimum a%caiCy vague that a circuit can receive is 2.5, because We minimum redundancy 
vafue is 5. The maximum value a circuit can remive is 160. However, for this to occur, the circuit 
tvoilld have to have over 3500 customers, have an infrastructure whers 50% offh? facilities were 

over LO years old, have no op3ons for backup, be over 100% loaded, and supply muitiple critical 

customers. Since that scenario is extrencly unlikely, most circuits snauld fal! info the rarige 55 25 

to 60. 

The circuits in Appendix A have been a,mnged by their Criticality Rankings. These k u r  
substations were chosen as an example because they are all in close proxini3y and nave 
adjacent circui"s; h e y  also cover similar physica: terrain as iwii 3s b a d  types. The highest 
ranked circuit is SpaKish Trail C-35, which has a szore of 40, End the lowest ranked is Vaii c-le, 
which has a score of 7. This serves 2s a good exarnpfe of how Circulis that seem similar cdn 

have vastly different criticality rankings. 

irifrastrui;tures, and whkb circl;iis would bsnefii from maintenance. Hm'ever, ranking aione 
cannot tell us which circuits are ~ n ~ r ~ ~ ~ ~ ~ ~ g  to ~ n ~ ~ ~ ~ ~ ~ n ~  ~ : i ~ ~ i ~ ~ y  indices. fn order io deterninf! 
which circuits we ~~~~~v~~~ j ~ p a ~ ~ ~ ~ ~  ths ~ ~ ~ ~ ~ ~ - ~ d ~  SAR, a SAFf must be cafcuiared on a 

& i ~ ~ ~ ~ - ~ y ~ i r ~ ~ ~  basis. 

Critical circuit ranking can indicate ~ ~ ~ i ~ h  circuits have important loads or aging 



total number of customers, but only outages OR a parnictrlar circuit, and &at circuit's customer 

count, are used to calculate %e circuit SAIFI. 
in ordsr to pinpoint circuits that have high outage mtes due io issues tkit cm be solved 

mairttmance, outages external ta the d j ~ ~ b ~ ~ ~ ~  system have been exctuded from the cirt;uif. 
SAfFt calculations. In this case, the IEEE 1386 definition for extemai is used; that is, outages that 

do not ucc~ron the disribu65n system. So d ~ ~ ~ ~ ~ ~ o n  outages caused by customer equipnsnnt, 
lass of source ~ ~ n d i i i t ~ t s ,  substation equipment (other than the getaways), and load shed events 

are not included. Crew caused 0&2gss were also ex~luded. 
The exclusion of these outages vdll h i ~ h i ~ g ~ ~  cimifs &at have high incidences of 

eqsiprnent failure, storm- or anirnai-caused outages. Examining circdts vvi3-1 high SklFIs after 
external outages have been rs,rnoved cauid reveal patterns of fziled quipment or corridors that 

need ext-a bird-guarding. 

Calumn Q: Systm SAiFI 

This coltirnn contains the 2007 TEP system SAIFl. tt is induded foi the calcuiation in the 

column t3. 

Column P: Ratio 
The raeo column computes the raE5 between the circuit SAIFi and the systen SAiFI. i f  

toe ratio is Iess than f , the circuit is not increasifig the system SAIFI. I: the ratio is %ore than 

one, &en the circuit is cantributing io an increase in fEP's system SAIFI. 

l ~ ~ l e ~ ~ ~ ~ ~ t i ~ ~  

in order ia determine which c:rcuffs to perfon nainteenance on, t;,e Crititaiity Ranking; of 

a circuit can be compared to its SAFi ratio. ff a siw% ranks high an the criticality Iist and has a 

ratio of grealsr than I, thzt circuit's outages should be studied ta determine what maintenance 
should be performed. I f  the Zznking is high but &e Ratio is low. we may decide to skip that 
circuit and continue dsvm the Est tc a circuit %at is increasing the system SAlFI, Ekewise, a 

eirwit with a high mtia bst a low cf%jcaLlty ranking may not vdarrznt naintenance. 

maintenance and how many circuits ~ ~ ~ ~ ~ ~ ~ ~ R c ~  ciln a&atfy be pefornied on. Once thess 
items are esrablshed, the Criticat Circuit Rankings can be used to cycle t!mugh cixufts that 

require maintenance on 3 yearly bzsis, ~ ~ ~ ~ ~ u ~ l y ~  tvith &is process in place, circuits that receive 
maintenance Vvitl move down the iist as MIE work to improve '&ern. See Appendix B for an 
overview of b e  process. 

tn order to use this system, TEP will need to defernine how mush money is avaiiabk f$r 



The development 5fa new critical circuit list, in ~ f l ~ ~ ~ ~ ~ ~ ~  with a ~ ~ p a ~ ~ ~ n  ta SAiFI 
mtios, sh&d aliow TEP to pinpoint probtern circuits for ~ ~ ~ n ~ ~ 2 ~ ~ ~ .  Using this metbod, 
r n ~ i ~ ~ ~ ~ ~ ~ c ~  will not be p~~~~~ in EtndrJM fashion, but rather used to address specific 
problems cm imgorfent circuits that 2re experiensing high rates of sustained outages. This will 

enable: us €0 get thhs most out of aur ~ ~ i ~ ~ e ~ ~ ~ c ~  dollars by increasing the strength of our 
inimstnrcture and decreasing our ~ ~ l ~ ~ ~ ~ i i ~  indices, 


